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Should We Calculate Depreciation Accurately? 


The receipt of a monograph by Perry Mason, published by the 
American Accounting Association, on the subject of Principles of 
Public-Utility Depreciation (which we propose to review in our 
next issue), has led us to speculate on the reasons why deprecia- 
tion problems have received relatively little attention in account- 
ing literature published in Australia as compared with that recently 
published in Great Britain or the United States. Australian 
accountancy text-books, on the whole, have devoted very little 
space to this important group of problems, and articles on the sub- 
ject in Australian journals have been few and far between. It is 
perhaps not without significance that none of the papers at the 
Australasian Congress of Accounting dealt directly with deprecia- 
tion, whereas the International Congresses have given a great deal 
of attention to it. Moreover, practically every issue of the leading 
overseas journals contain some discussion of one aspect or another 
of depreciation or related problems, and there has been a spate of 
individual publications, particularly in America, devoted entirely 
to a re-examination of theories of depreciation or the practical 
accounting methods applied in dealing with it. 

One reason is doubtless the fact that the problems are raised 
ina much more acute form when public utilities are privately 
owned, as in the United States, than under the system of State 
ownership which is generally characteristic of Australian public 
utilities. A paper prepared by the Victorian Treasury Committee 
in co-operation with Mr. H. A. Pitt, then Director of Finance of 
the State of Victoria, which was read before the Economic Society 
of Australia and New Zealand in November, 1935, and subse- 
quently published under the title of Sinking and Depreciation 
Funds of Governments and Public Bodies, contains an interesting 
summary of the practices of the principal Government Depart- 
ments and Commissions in dealing with depreciation. 

Generally, it will be found that depreciation is not provided as 
a separate charge against revenue and that there has been a ten- 
dency to look to the contributions to the National Debt Sinking 
Fund as compensating for this neglect. To what extent those 
contributions do amount to a legitimate method of dealing with 
depreciation is very much open to question, and the views of the 
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various authorities quoted in the paper indicate that concern js 
felt at the unscientific nature of the present methods. The question 
is receiving further consideration in Victoria, at least, and it is 
probable that it will be much more thoroughly investigated in the 
near future. To the present, however, it is true to say that there 
has been no completely satisfactory examination of the problem, 

Another reason for the lack of intensive research into depre- 
ciation problems has been, in the realm of private finance and 
accounting, the relatively slow development of cost accounting in 
Australia. This slow development is a natural reflex of the fact 
that Australia has not hitherto been a highly industrialised country, 
and the need for cost accounting as a method of control has not 
been universally felt as a matter of urgency. Consequently, depre- 
ciation has been regarded rather as a problem in balance sheet 
valuation than as a problem in the accurate ascertainment of current 
operating expense. 

Finally, it must be confessed that accountants and _ business 
leaders in Australia have not adopted the same critical attitude 
towards the quality of published balance sheets as has, to an 
increasing degree in recent years, marked the outlook of authori- 
tative financial critics and leaders of the profession overseas. 

Two articles in overseas journals received this month lend point 
to this criticism. A leading article in The Accountant of Septem- 
ber 18, 1937, under the title of “Accountants and Depreciation,” 
raised the question of the importance of scientific methods of caleu- 
lating depreciation as one means of effecting a desirable improve- 
ment in balance sheet presentation. According to the writer of 
this article, neglect of accounting principles is a potent factor in 
bringing about that state of affairs in which in many cases the 
balance sheet is “a mere facade wearing the appearance of scien- 
tific accuracy, but in reality concealing a background of confusion.” 
In spite of the “brave attempt” of the English Companies Act to 
ensure informative statements by providing that the balance sheet 
shall show how the values of the fixed assets have been arrived at, 
the “completely uninformative phrase ‘at cost, less depreciation’” 
is still in common use. The remedy lies, in the opinion of the 
writer, in the application of more careful accounting, in particular, 
the analysis of existing fixed asset accounts, so that balance 
sheets shall show “the cost of fixed assets currently in use, a 
diminished by a stated amount of depreciation which has been 
provided in respect thereof since their original acquisition.” By 
contrast with this ideal, it is said that in thousands of cases the 
ledger accounts are a complex of original cost, depreciation 
provisions (generally calculated on what is described as the “per 
nicious reducing balance method’’), additions and renewals, with- 
out any analysis of the actual position. 

The importance of the profit and loss statement as part of the 
published accounts and as a commentary on balance sheet values 
has been stressed by many recent English writers. The tendency 
nowadays is to regard this statement as at least of equal impor 
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tance as the balance sheet, since going-concern values of assets 
depend in the last analysis on their earning capacity. The deter- 
mination of earning capacity involves an accurate ascertainment 
of depreciation, and, in the words of The Accountant, “to over- 
state the figure is as bad an error as to understate it, although 
overstatement is often regarded as a financial, and even an account- 
ing, virtue.” 

The Accounting Review, for September, 1937, contains an 
interesting article by Professor E. A. Saliers, of Louisiana State 
University, a well-known American authority on depreciation, on 
Inadequate Depreciation Methods. Professor Saliers approaches 
the question from the standpoint of cost, when he refers to depre- 
ciation as “the expense which results from the disappearance of 
value of physical assets.” Making full allowance for differing 
characters of assets, geographical location and use, and recog- 
nising the room for difference of opinion as to the amount of this 
expense in given circumstances, he thinks that the methods fre- 
quently used for calculating depreciation are “in striking contrast 
to the painstaking accuracy with which cash and merchandise are 
accounted for.” Current defects in treatment include the appli- 
cation of “blanket rates” and the failure to remove from the asset 
account assets which have been fully depreciated or which have 
been abandoned or scrapped. 

“Keeping a large investment in fixed assets in a single account 
such as ‘Land and Buildings,’ ” he says, “is like keeping a single 
account for all customers. . . . It can be done only because the 
fixed assets are inanimate and there is no independent third party 
whose interests make it possible for him to demand accurate and 
timely accounting for such fixed assets.” 

The approach to the solution of the problems raised alike by 
The Accountant and Professor Saliers lies in the provision of 
more detailed information than is apparently usually available in 
English or American enterprises, and certainly than is available 
in typical Australian accounting systems. Detailed plant and 
machinery records may be expensive to instal, though not neces- 
sarily costly to operate, but if depreciation is of sufficient impor- 
tance, as an element of cost, to warrant accurate calculation, there 
would seem to be no practicable alternative. 





Articles in Overseas Accountancy Journals 


The following are the more important articles contained in the 
overseas journals received since our last issue: 


The Accountant 
September 4, 1937: The American Exchange Stabilisation Fund, 
a description by Professor J. H. Jones of the working of the 
Fund: Part V of the Notes on the Early Literature and 
Development of Cost Accounting in Great Britain, by R. S. 
Edwards. (Part VI appears in the issue of September 11.) 
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September 11, 1937: Blocked Currencies and _ International 
Trade, by H. R. S. Vaseau, a short discussion of Germany's 
difficulties in financing her Foreign Trade: A Few Obser. 
vations upon the Duties of an Ordinary Trustee, a lecture by 
R. G. Longcroft. 

September 18, 1937: Leading Article on The Treatment of 
Depreciation in relation to Balance Sheet Reform: The 
Presentation of Final Accounts, a lecture by W. Roger Carter, 
in which particular attention is paid to forms of Profit and 
Loss Statements and Balance Sheets suitable for comparative 
purposes. 


The Canadian Chartered Accountant 
September, 1937: Food Cost Accounting for Hotels, Restaurants 
and Hospitals, by J. R. Hendry: Revenue and Expense 
Statistics in a Brokerage Office, by G. A. Doe. 
October, 1937: Educating Our Students—What is our Respon- 
sibility ?, by Kris A. Mapp. 


The Accounting Review 

September, 1937: Valuation and Amortisation, by G. A. D. 
Preinreich: Replacement Cost of Goods Sold, by George B. 
McCowen, a plea for the use of the replacement cost of goods 
sold in preparing the profit and loss statement of a mercantile 
or manufacturing concern, for the reason that “replacement 
cost will cause the merchant to make the correct decision more 
frequently than a straight cost basis or the lower of cost or 
market basis’; Inadequate Depreciation Methods, by E. A 
Saliers. 


Accountants’ Journal, Wellington, N.Z.: The Operations and 
Accounts of Permanent Building Societies, an address by 

J. S. Butler. 
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Journal of Accountancy, September, 1937: Financial Ratios 
Become of Age, a short discussion by Roy A. Foulke, of the 
practical use of typical financial and operating ratios, with a 
list of fourteen ratios which are of varying degrees of impor- 
tance to operating managements and bankers and which 
“should be of equal importance to the accountant.” 
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Costing a Daily Newspaper 
By D. A. HERBRAND, B.COM., A.C.LS. 
(Continued from October issue, page 232) 


Tue Dairy Cost STATEMENT 

Figure 4 is a suggestion of the form in which the daily cost state- 
ment could be presented to the management; the actual form 
adopted depends, of course, on the particular requirements of 
each individual office. It is of course understood that the final 
figures are transferred from a set of suitable worksheets, each 
planned to tie-in with the type of information obtained from the 
departmental reports, and with the particular data to be recorded 
on the “daily cost statement.” 

The first three items, “pages of 8 columns,” “columns,” and 
“per cent. distribution” are self-explanatory and call for no com- 
ment; they are useful statistics, always of interest to the manage- 
ment; their real value arises when the issues of several days are 
compared. 

The statement is divided into three sections: 

Revenue 
Cost Increments 
Profit or Loss 
and there is a comparative section of “per column” statistics. 

The dual source of revenue has already been fully dealt with 
and needs no further explanation; the information is taken direct 
from the respective departmental reports and the net revenue 
only is extended to the “total” column. 

The real problem is the allocation of the various cost increments 
to news and/or advertising. The first of these items is “paper and 
ink”; the machine department report states the total copies pro- 
duced (good and spoiled), which is readily converted into the 
equivalent reams of paper. From statistical records is ascertained 
the quantity of ink used, on an average, to each ream of paper. 
As only copies produced are brought into this calculation, a per- 
centage has to be added to cover all ‘‘waste.”” The total cost is 
allocated to “news” and “advertising” according to the column 
space of the publication, for each individual day. Paper and ink 
is the great variable factor in the cost of the newspaper, being 
directly affected by size and the number of copies published. 

The allocation of the salaries of the first three departments is 
easily made, the editorial and the illustrations being charged 
direct to “news” and the salaries of the advertising department 
to “advertising.” However, before this is done, the several daily 
proportions have to be calculated. It would be illogical to charge 
one-sixth of the weekly total to each day, considering the wide 
fluctuations in the amounts of letterpress and advertisements as 
between the days of the week. Accordingly, the worksheets for 
the salaries of these departments should contain a small schedule 
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indicating the relative percentages applicable to each day, and the 
corresponding amounts on the basis of the estimated totals for 
each department. It is not contended that these pre-determined 
percentages are necessarily those applicable to each day of the 
week. The cost accountant is not a prophet. None can tell before. 
hand the sizes of the papers to be published. But by taking, say, 
the running three-monthly average percentages, then considering 
the seasonal trend and finally tempering these with one’s know ledge 
of current events, the percentages used should not differ much 
from the actual. In any case, such comparison is automatically 
made after the termination of each week; such comparison js 
valuable as it is a safeguard against excessive or insufficient allo- 
cation of expense to any one day. 


“PUBLICATION” 


Dairy Cost Report 
Thursday, July 22, 1937 
Columns 


ADVER- 
NEWS | ‘tisinq | TOTAL 





Columns meee 
Per cent. distribution Le oe 





REVENUE 
Gross Revenue: 
Circulation/ Advertising 
Less Unsolds/Commission .. 


NET REVENUE 


COST INCREMENTS 
Paper and Ink .. .. 
Salaries and Wages: 

Editorial . 5 
Advertising .. 
Illustrations 

Composition .. .. 
Machines and Stereo. 
i. es 
Services .. 








Editorial Expenses .. .. .. .. 
Travelling Expenses .. 
Carriage and Freight .. 
Fixed Charges .. ro 
Administration Expense 
Publicity Expense .. 
Non-recurring Items 


TOTAL COST .. 
NET PROFIT OR LOSS 
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“PER COLUMN” STATISTICS 
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REMARKS 


Figure 4 


Regarding the cost of composition, the greater part of the news 
matter is done by the iinotype operators on piece rates; the adver- 
tising is far the major part set up by the time hands. However, 
for all general purposes, it is quite sound to apply a “per column” 
rate to arrive at the cost of the composition for the day’s paper, 
charging to “news” and “ads.” on the basis of the columns devoted 
to each. In passing, it should be explained that some of the day’s 
paper may be handled by the printer several days before publica- 
tion. Piece workers frequently do work at time rates, and stone 
hands make use of the linotypes for the purpose of setting matter. 
Moreover, it is not only the news which is handled by the lino- 
typers, but also, for instance, all the classified advertisements. 

It is necessary to keep a close check on the “per column” rate ; 
it must be such as will absorb the fixed portion of the wages and 
salaries of the department. When the size of the papers falls off, 
it will need to be slightly increased, and correspondingly reduced 
when sizes are above the average. The total charged in the daily 
costs for the work should be checked with the weekly payroll for 
the composing room. 

The personnel of the next three departments (machines, stereo., 
publishing ) is largely made up of men who are on the job for just 
as many hours as their services are required. That is to say, that 
to some degree the times recorded on the daily time sheet are a 
fair indication of the cost of each day’s paper with regard to these 
employees. These wages figures are obtained daily, adjusted to 
include a proportion of the salaries of supervisors, and charged to 
news and advertising according to space. 

General services go on regardless of the size of the paper, and 
in this case it is reasonable to charge one-sixth to each day of the 
week, 

The editorial expenses are charged in total to the news, but 
as in the case of the salaries, different percentages of the week's 
total are allocated to the individual days according to the average 
amount of news published. It should be remembered that news 
includes serials, photos., strips, and other matters as previously 
indicated when explaining the accounts. 

Travelling expenses are charged according to departments as 
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the item covers expenses incurred by reporters, advertising repre- 
sentatives and press photographers. 

Carriage on the one hand fluctuates in its magnitude, in respect 
of some charges, according to the size of the paper. On the other 
hand, mail contractors will undertake to deliver parcels regardless 
of size. Therefore, the two factors of fixed and variable have to be 
considered, and it is thus possible to arrive at a fixed daily charge 
(whatever the size) and a rate, say, per thousand copies of two 
pages; this variable rate per thousand is multiplied first by eight 
in the case of a 16-page paper, then multiplied by 100 in the case 
of an issue of 100,000 copies delivered by the publishing depart. 
ment. The resultant total of the fixed plus the variable is then 
charged to “news” and “advertising” according to space. 

The method for determining the next three items: 

Fixed Charges, 

Administration Expense, 

Publicity Expense, 
is practically the same. Separate estimates for the week have to 
be made of the total expense for each increment. These expenses, 
for the most part, occur regardless of, and are unaffected by, the 
size of the paper. It is also true that they are not affected by 
varying ratios of news and advertising to total size. However, it 
is only reasonable that each column published should bear its 
proportion of what might be termed “overhead.” Therefore, whilst 
applying one-sixth to each day of the week, these daily amounts 
are divided between “news” and “advertising” according to the 
space in each daily paper. 

Non-recurring items present individual problems. Where it is, 
say, a loss on the sale of an old machine, the charge should be 
included as soon as ascertained, but spread, in so far as this may 
be possible, over a number of days in order not to vitiate com- 
parisons. On the other hand, it seems best to state the full amount 
on the one day and explain the item under “remarks.” 

“Total cost” gives the resultant estimated cost of the day’s news, 
advertising and total. Similarly, in the next line are recorded the 
estimated net profit or loss under these three heads. 

The qualification of “estimated” has been made. The daily cost 
statement is truly an estimate which includes as many known factors 
as are available, supplemented by estimates scientifically deter- 
mined. The test of the accuracy of the daily costs rests in the 
comparison with the actual results. Therefore, a monthly com- 
parison should be made of the aggregate estimates for the month 
with the total debits recorded in the trading and profit and loss 
accounts. That the daily cost system outlined can be used as a 
sound and effective index of the trend of expenses is proved by 
actual experience, for by means of this system it has been possible 
to arrive at an aggregate cost estimate only -13 per cent. in excess 
of the month’s actual figures revealed by the account books. A 
margin of error of £13 in £10,000 speaks for itself. And what 
accountant would be prepared to vouch that his profit and loss 
statement is 100 per cent. accurate? 
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Company Law and Secretarial Practice Section 
Edited by J. S. McINNEs, F.1.c.A. 


IS THE AUDITOR AN OFFICER OF THE COMPANY? 


Since the N.S.W. Companies Act of 1936 came into operation 
we have received a number of queries as to whether an auditor 
isan ofiicer of the company. In our opinion, a duly appointed audi- 
tor is an officer of the company, but the position is not as clear as it 
might be. 

The phrase “officer of a company” appears to have first come into 
existence in S. 165 of the English Act of 1862. That section 
provided that if, in the course of a winding-up, it appeared that 
any director, manager, liquidator, or any officer of such company 
had been guilty of any misfeasance or breach of trust, etc., etc., 
in relation to the company, the Court might examine into the 
conduct of such director, manager, or officer, and compel him to 
repay any moneys misapplied or retained, or for which he had 
become liable or accountable, together with interest, as the Court 
thought just, or to contribute such sum of money to the assets 
of the company by way of compensation in respect of any misap- 
plication, retainer, misfeasance, or breach of trust, as the Court 
thought just. 

Under this provision it was held that a banker and a solicitor 
are not officers of the company, but where a solicitor was paid by 
way of salary, and had certain duties to perform, he was held to 
be an officer of the company. In McKay's case; Re Morvah 
Consols Tin Mining Co., 1875, 2 Ch. D. 1, it was decided that 
the secretary was an officer of the company (assumed to be so 
without question in Jn re Etic Limited (1928, Ch. 861) ). 

The provision did not attract very much attention, and the point 
f “officer” was of little importance to accountants until after the 
passing of S. 10 of the English Companies (Winding Up) Act 
of 1890. That section re-enacted the provisions of S. 165 of the 
1862 Act, and extended it to promoters; the provision was also 
applied to property as well as to moneys of the company—see now 
S. 276 of the 1929 Act. 

The section, which does not create any new liability, is a pro- 
cedure section only, and merely provides a summary mode of 
enforcing in the liquidation of a company such liabilities as might 
be enforced by the company itself, or by its liquidator, by means 
of an ordinary action. The form of procedure prescribed by the 
section is very rare in English jurisprudence, and liquidators take 
advantage of it, in preference to proceeding for damages at com- 
mon law, because the section provides machinery for obtaining 
fuller information with regard to the affairs and transactions of 
the company than might be ascertainable in ordinary civil pro- 
ceedings. 

W ithin a few years of the passing of the 1890 Act, the section 
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became of great importance to auditors by reason of several actions 
against auditors under it—London and General Bank case (1895), 
Kingston Cotton Mill case (1896), Western Counties Steam 
Bakeries case (1897). Ever since the decisions in these cases 
there has been much controversy as to whether an auditor is an 
officer of a company, and the English Act of 1929 reflects these 
controversies by a remarkable provision in three sections. 


THE ENGLISH CASES 


In the first case (London and General Bank) the company in 
liquidation was a bank, and at that time only banks were com- 
pelled to have their accounts audited, under the 1879 Act. ‘hat 
Act referred to “an auditor quitting office,” “the office of any 
auditor,” and “balance sheet laid before the company in general 
meeting during his (i.e., the auditor’s) tenure of office.” On these 
provisions the Court of Appeal held that, as the auditor was 
appointed by the company, was paid by the company, and his 
position was described in the section as that of an officer of the 
company, it seemed impossible to deny that for some purposes and 
to some extent an auditor is an officer of a company. The com- 
pany’s own articles also expressly referred to the auditors as 
officers of the company, and to “the office of auditor.” The Court 
of Appeal (Lindley, Lopes and Kay L.JJ.), affirming Vaughan 
Williams J., held that, by reason of the provisions of the 1879 
Act, the auditor was an officer of the company. It should be 
noted that the decision of the Court of Appeal related solely to 
this question, for the rest of the appeal was not proceeded with 
until this point had been decided. 

In the second case (Kingston Cotton Mill) the company in 
liquidation was not a bank, and was, therefore, not governed by 
the provisions of the statute of 1879. The articles of association 
of the company were based on Table A of the 1862 Act. These 
articles referred to the auditor quitting office each year, and to 
casual vacancies occurring in the office of any auditor. In the 
Court of Appeal, the first appeal related solely to the point whether 
the auditor was an officer of the company, and although Lord 
Herschell said that the reasoning of the Court of Appeal in the 
London and General Bank case might be open to criticism, and he 
retained absolute liberty of action on the question whether that 
case had been rightly decided, the Court of Appeal (Lord 
Herschell and Smith and Rigby, L.JJ.) could not distinguish the 
two cases, and, following the well-established rule of the Court of 
Appeal to be bound by its previous decisions, held that the auditor 
of a company appointed under articles similar to Table A was an 
officer of the company. 

In the third case (Western Counties Steam Bakeries), the facts 
were very unusual. The company had never appointed auditors, 
but the chairman of directors had instructed a firm of two 
accountants to prepare a balance sheet and audit the accounts of 
the company. One of the clerks of the firm did the actual work, 
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and signed the name of the firm at the foot of the accounts, vouch- 
ing for their accuracy. On these facts the Court of Appeal 
(Lindley, Smith and Rigby, L.JJ.) held that the two accountants 
were not officers of the company. “To be an officer there must 
be an office, and an office imports a recognised position, with rights 
and duties annexed to it, and it would be an abuse of words to call 
a person an officer who fills no position either de jure or de facto, 
but who happens to do some of the work which he would have to 
do if he were an officer in the proper sense of the word. (The 
persons appointed) performed the duties which an auditor would 
have had to perform, but it appears to me that they were no more 
de facto than de jure an officer of the company. They were simply 
accountants, called in by the directors to do a piece of work, and 
they never were, and never pretended to be, or acted as if they 
were, anything else,” per Lindley L.J. 

In a later case against auditors (Republic of Bolivia Syndicate 
Lid., 1914) it was apparently assumed that auditors were officers 
within the misfeasance section. 

The point does not appear to have been again raised until the 
City Equitable Fire Insurance case in 1925. In that case counsel 
for the auditors, who were being proceeded against as officers, 
reserved the point that auditors were not officers within the mean- 
ing of the misfeasance section, as it was not open to them to argue 
that question on account of the decisions in the London and General 
Bank and Kingston Cotton Mill cases. In giving judgment, 
Romer J. said: “It is settled, by authorities that are binding upon 
me, that an auditor is an officer of the company within the mean- 
ing of S. 215 of the Companies (Consolidation) Act, 1908, though 
counsel for the auditors, while admitting that it was not open to 
him to argue the contrary in this Court, reserved to his clients the 
right to contest the point in a superior one.” We cannot trace 
any reference to the matter in the judgments in the Court of 
Appeal in this case. In the subsequent misfeasance cases of 
John Fulton and Co. Ltd. and Westminster Road Construction 
and Engineering Co., in 1931, it was apparently assumed that 
auditors were officers. 


THE Enctisu Act or 1929 


The English Act of 1929 contains full provisions for the appoint- 
ment of auditors, but does not determine the point under discus- 
sion. S. 132 refers to the auditor holding office, to casual vacan- 
cies in the office of auditor, and to the balance sheet laid before 
the company in general meeting during his tenure of office. Toa 
layman it is quite impossible to draw any distinction between the 
provisions of the Act of 1929 and the provisions of the Act of 
1879, as interpreted in the London and General Bank case, and 
whilst the latter decision stands, an auditor must be considered 
an officer of a company. 

But, having expressed our opinion on this point, we feel bound 
to refer to three remarkable provisions in the English Act of 1929: 
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By S. 152 of that Act: 

“Subject as hereinafter provided, any provision, whether con- 
tained in the articles of a company or in any contract with a com. 
pany or otherwise, for exempting any director, manager or officer 
of the company, or any person (whether an officer of the corpany 
or not) employed by the company as auditor, from, or indemnify. 
ing him against, any liability which, by virtue of any rule of law, 
would otherwise attach to him in respect of any negligence, default, 
breach of duty or breach of trust of which he may be guilty in 
relation to the company shall be void’ (subject to certain 
provisos ). 

S. 372 empowers the Court to grant relief for negligence, 
default, breach of duty or breach of trust to persons against whom 
proceedings are taken by a company, and Sub-section (4) of that 
section provides that: 

“The persons to whom this section applies are the following: 


(a) Directors of a company; 

(b) managers of a company; 

(c) officers of a company; 

(d) persons employed by a company as auditors, whether 
they are or are not officers of the company.” 


S. 136 (1) provides for certain proceedings on the report of an 
inspection into the accounts of a company by inspectors. On the 
institution of such proceedings it is the duty of all off 
agents of the company to give assistance in connection with the 
prosecution. ‘For the purposes of this sub-section, the expression 
‘agents’ in relation to a company shall be deemed to include the 
bankers and solicitors of the company, and any persons employed 
by the company as auditors, whether those persons are or are not 
officers of the company.” 

What is the reason for these extraordinary provisions (which 
have been adopted in the Q., S.A., and N.S.W. Acts)? We cannot 
answer this question with confidence, but some phrases in the 
London and General Bank and Western Counties Steam Bakeries 
cases may have had something to do with it. 

As quoted above, in the London and General Bank case, Lord 
Lindley stated that, under the 1879 Act, “It seems impossible to 
deny that, for some purposes, and to some extent, an auditor is 
an officer of the company.” Kay L.J. said, “I wish to guard myself 
against being understood to hold that, in every case of a joint- 
stock company, the auditor employed by the joint-stock company 
is an officer of the company. I do not at present hold _ that 
opinion; I can quite conceive there may be one or two cases of a 
joint-stock company who call in an auditor to make a particular 
audit, where the auditor called in could not be properly treated as 
an officer of the company.” 

In the Western Counties Steam Bakeries case, Lord Lindley 
said that “An auditor may or may not be an officer of a company.” 


cers and 
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Smith L.J. said, “Some auditors are officers of a company and 
some are not.” 

The opinion is held in legal and accountancy circles in England 
that these phrases, which settle the point in the three instances 
referred to, but otherwise tend to confuse the position, were 
inserted ex abundanti cautela (i.e., out of an abundance of caution, 
or, to put the matter beyond doubt). 

In a joint opinion obtained by the Institute of Chartered 
Accountants in England and Wales on the 1929 Act, Mr. Wilfrid 
Greene, K.C. (now Sir W. Greene, M.R.), Cecil W. Turner and 
Walter Monckton, barristers-at-law, in July, 1929, stated: “It is 
plain that auditors are, for some purposes, to be regarded as 
oficers of the company, but Sections 133, 136 and 372 show that 
they are not regarded as officers for all purposes.” We are 
unable to understand this reference to S. 133. By that section, 

“(1) None of the following persons shall be qualified for 
appointment as auditor of a company: 
(a) a director or officer of the company;.. . 

Spender and Wallace, in Company Law and Practice, state in 
their notes to N.S.W. S. 304 that “Apparently an auditor is not 
an officer—at least (N.S.W.) S. 114” (Eng. S. 133) “seems to 
imply that he is not.” But surely the meaning of English S. 133 
(N.S.W. S. 114) is simply that a person already holding an 
ofice in the company cannot be appointed auditor of the com- 
pany. A director, secretary and manager of a company are officers 
of the company, but by reason of the provision of the section such 
director, secretary or manager cannot be appointed to the office 
of auditor of the company. 


” 


CONTEXTS IN WHuiIcH “OFFICER” Is USED 


The Companies Act itself is far from being clear as to the 
meaning of “officer.” The contexts in which the word is used in 
the following extracts from the Act show how indefinite the 
meaning of the word is (the references are to the sections of the 
English Act of 1929) : 


hich 
not 

the 
TIES 


“the company and every 
ee 
“any officer of the com- 

OM” .csa as se os Ge eee ee 
“director or officer” .. .. SS. 128, 295, 181. 
“director or other officer” SS. 215, 216, 217, 182. 
“director, manager, ofr 

SE a ea eo ee . 93, 152. 

“director, manager or other 

ofhcer” .. .. «2 «. »- SS. 271, 272, 273, 24, 27. 
“officer or agent of the 
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By S. 152 of that Act: 

“Subject as hereinafter provided, any provision, whether con- 
tained in the articles of a company or in any contract with a com- 
pany or otherwise, for exempting any director, manager or officer 
of the company, or any person (whether an officer of the company 
or not) employed by the company as auditor, from, or indemnify- 
ing him against, any liability which, by virtue of any rule of law, 
would otherwise attach to him in respect of any negligence, default, 
breach of duty or breach of trust of which he may be guilty in 
relation to the company shall be void” (subject to certain 
provisos ). 

S. 372 empowers the Court to grant relief for negligence, 
default, breach of duty or breach of trust to persons against whom 
proceedings are taken by a company, and Sub-section (4) of that 
section provides that: 

“The persons to whom this section applies are the following: 


(a) Directors of a company ; 

(b) managers of a company ; 

(c) officers of a company; 

(d) persons employed by a company as auditors, whether 
they are or are not officers of the company.” 


S. 136 (1) provides for certain proceedings on the report of an 
inspection into the accounts of a company by inspectors. On the 
institution of such proceedings it is the duty of all officers and 
agents of the company to give assistance in connection with the 
prosecution. “For the purposes of this sub-section, the expression 
‘agents’ in relation to a company shall be deemed to include the 
bankers and solicitors of the company, and any persons employed 
by the company as auditors, whether those persons are or are not 
officers of the company.” 

What is the reason for these extraordinary provisions (which 
have been adopted in the Q., S.A., and N.S.W. Acts)? We cannot 
answer this question with confidence, but some phrases in the 
London and General Bank and Western Counties Steam Bakeries 
cases may have had something to do with it. 

As quoted above, in the London and General Bank case, Lord 
Lindley stated that, under the 1879 Act, “It seems impossible to 
deny that, for some purposes, and to some extent, an auditor is 
an officer of the company.” Kay L.J. said, “I wish to guard myself 
against being understood to hold that, in every case of a joint- 
stock company, the auditor employed by the joint-stock company 
is an officer of the company. I do not at present hold that 
opinion; I can quite conceive there may be one or two cases of a 
joint-stock company who call in an auditor to make a particular 
audit, where the auditor called in could not be properly treated as 
an officer of the company.” 

In the Western Counties Steam Bakeries case, Lord Lindley 
said that “An auditor may or may not be an officer of a company.” 
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Smith L.J. said, “Some auditors are officers of a company and 
some are not.” 

The opinion is held in legal and accountancy circles in England 
that these phrases, which settle the point in the three instances 
referred to, but otherwise tend to confuse the position, were 
inserted ex abundanti cautela (i.e., out of an abundance of caution, 
or, to put the matter beyond doubt). 

In a joint opinion obtained by the Institute of Chartered 
Accountants in England and Wales on the 1929 Act, Mr. Wilfrid 
Greene, K.C. (now Sir W. Greene, M.R.), Cecil W. Turner and 
Walter Monckton, barristers-at-law, in July, 1929, stated: “It is 
plain that auditors are, for some purposes, to be regarded as 
oficers of the company, but Sections 133, 136 and 372 show that 
they are not regarded as officers for all purposes.” We are 
unable to understand this reference to S. 133. By that section, 

“(1) None of the following persons shall be qualified for 
appointment as auditor of a company: 
(a) a director or officer of the company;.. . 

Spender and Wallace, in Company Law and Practice, state in 
their notes to N.S.W. S. 304 that “Apparently an auditor is not 
an officer—at least (N.S.W.) S. 114” (Eng. S. 133) “seems to 
imply that he is not.” But surely the meaning of English S. 133 
(N.S.W. S. 114) is simply that a person already holding an 
ofice in the company cannot be appointed auditor of the com- 
pany. A director, secretary and manager of a company are officers 
of the company, but by reason of the provision of the section such 
director, secretary or manager cannot be appointed to the office 
of auditor of the company. 


” 


CONTEXTS IN WHICH “OFFICER” 1s USED 


The Companies Act itself is far from being clear as to the 
meaning of “officer.” The contexts in which the word is used in 
the following extracts from the Act show how indefinite the 
meaning of the word is (the references are to the sections of the 
English Act of 1929) : 


“the company and every 
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“director or officer” .. .. SS. 128, 295, 181. 
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“officers and agents of the 
company” .. .. «+ o« SS. 135, 196. 
“director, manager, secre- 
tary or other officer” . SS. 60, 66, 67, 91, 129, 130, 308, 
“director, manager, ofr 
liquidator, or any of- 
ee” cs. aa ou 5s..<0 ee 
“director, manager, secre- 
tary or other officer of 
the company, and every 
liquidator of the com- 
| errr 
“the company and every 
officer” .. .. .. .. .. S. 118 (5) and (6), and by Sub- 
section (7), for the purposes 
of Sub-sections (5) and (6) 
a liquidator of the company 
shall be deemed to be an 
officer of the company. 
(S. 226 is to the same effect). 
“the secretary or other 
chief officer of the com- 
pany” in Sie I 
“(a) directors of a com- 
pany ; 

(b) managers of a com- 
pany ; 

(c) officers of a com- 
pany ; 

(d) persons employed by 
a company as auditors, 
whether they are or 
are not officers of 
the company .. .. S. 372 (4). 


S. 181 (2). 


A large number of sections of the Act refer to an “officer of the 
company who is in default,” and S. 365 (2) provides that where 
this phrase is used in relation to a penalty, it means “director, 
manager, secretary or other officer of the company” who know- 
ingly and wilfully authorises or permits the default, etc. 

The above list is not intended to be exhaustive. The use of the 
word “other” in some of the phrases is most confusing. Although 
we have not been able to find any decision on the question, it 
appears obvious that a director is an officer of the company. The 
position of a liquidator is very indefinite, but so far as the mis- 
feasance section is concerned the point does not arise by reason 
of the express mention of the liquidator in the section. The refer- 
ences to liquidator in SS. 276, 308, 118 and 226 (cited above) lead 
to the inference that a liquidator is not an officer of the company. 
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DEBENTURE-HOLDER A CREDITOR 

By S. 252 of the English Companies Act of 1929: 

“(1) The liquidator or any contributory or creditor may 
apply to the Court to determine any question arising 
in the winding up of a company, or to exercise, as 
respects the enforcing of calls, or any other matter, all 
or any of the powers which the Court might exercise 
if the company were being wound up by the Court. 
The Court, if satisfied that the determination of the 
question or the required exercise of power will be 
just and beneficial, may accede wholly or partially to 
the application on such terms and conditions as it 
thinks fit, or may make such other order on the appli- 
cation as it thinks just.” 

The section applies to every voluntary winding up, whether a 
members’ or a creditors’ winding up. S. 246 (Q. S. 252; S.A. 
S. 263; N.S.W. S. 281). 

S. 252 has been adopted in Q. S. 258; S.A. S. 269; and N.S.W. 
S. 286; and there are provisions to the same effect in Vic. Act 
S. 194; Tas Act S. 195; and W.A. Act S. 157. 

The section effects the very useful purpose of giving the com- 
pany, its contributories and its creditors—creditors were first given 
the power in the English Act of 1900—access to the Court to 
have questions arising between them in a voluntary winding up 
conveniently and inexpensively determined, the same as under a 
compulsory winding up or a winding up under supervision. 

It should be noted that the Court must be satisfied that it is 
just and beneficial to exercise its power to determine the question 
submitted to it. 

Alfred Priestman & Co. (1929) Ltd. issued a floating debenture 
dated August 26, 1930, to John Crook to secure the repayment 
of £10,000 and “interest on the principal moneys hereby secured 
at the rate of 5% per annum from the date of the appointment of 
a receiver and manager of the property hereby charged under the 
power hereinafter contained.” 

By a clause in the debenture, “The company hereby charges 
with the said payments by way of floating charge, first, all stock 
in the possession of the company which has been purchased, 
acquired or appropriated by the company for the purpose of 
executing orders obtained by the company for the delivery of 
piece goods to the said John Crook, including in that designation 
stock in the form of finished pieces or in process, including yarns 
purchased or acquired or appropriated by the company for the 
execution of such orders as aforesaid, and, secondly, all the 
machinery and the loose plant of the company.” 

The provisions of the debenture are very unusual, but the terms 
of a debenture and the property to be covered by it are matters 
of agreement between the parties. 

The company went into voluntary liquidation on December 23, 
1935, and a dispute arose between the liquidator and the debenture 
holder (Crook) as to the property comprised in the debenture. 

The debentureholder applied to the Court under S. 252 for a 
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declaration that upon the true construction of his debenture the 
company had charged with repayment to the debentureholder of 
the sum thereby secured (i) all stock as therein defined, which 
was in the possession of the company on December 23, 1935, the 
date of the appointment by the debentureholder of a receiver and 
manager of the property thereby charged, and which had on or 
before the said date been purchased, acquired or appropriated by 
the company for the purpose of executing orders obtained by the 
company for the delivery of piece goods to Crook; and (ii) all the 
machinery and loose plant which was at that date the property 
of the company. The debentureholder also applied for an order 
that the liquidator should pay to him or to the receiver the pro- 
ceeds realised by the sale of the said stock, machinery and plant. 

The liquidator objected that the debentureholder was not a 
creditor within the meaning of S. 252, and argued that a creditor 
who had a mortgage or security or a charge was not a creditor 
within the meaning of that section. Applications of this nature 
are often decided by the registrar of the Court, and in this case, 
adopting the argument of the liquidator, the registrar dismissed 
the application by the debentureholder, with costs. 

The debentureholder appealed to the Chancery Division. 

3ennett J. had no difficulty in holding that the debentureholder, 
although a secured creditor, was a creditor within the meaning 
of S. 252, and was entitled to make the application; there was no 
ground upon which it could be held that the section is only avail- 
able to a creditor who has no security or who is not a mortgagee. 

On the merits of the case the Court decided that the property 
charged by the debenture included all property of the kinds 
described therein which was in the possession of the company on 
December 23, 1935. It had been argued for the liquidator that 
the property charged by the debenture was confined to property 
in the possession of the company on the date when the debenture 
was issued (August 26, 1930), and did not extend to property 
of the kind described therein acquired by the company after that 
date. But in the judgment of his Lordship there was no founda- 
tion for that contention. The company was described as charging 
with the payments which had to be made the property described 
by way of floating security. In Houldsworth v. Yorkshire Wool- 
combers’ Association Ltd. (1903) 2 Ch. 284, Cozens Hardy LJ, 
dealing with a floating charge, said: “My view is that the floating 
charge need not be on the whole undertaking nor on the whole 
property of the company. It must, I think, embrace both present 
and future property.” 

Mr. Justice Bennett thought that that was sufficient ground for 
saying that property of the description charged by the debenture 
included not only property of that description on August 26, 1930, 
but all property of that description on the relevant date, December 
23, 1935. 

(Re Alfred Priestman & Co. (1929) Ltd. (1936) 2 All ER. 
1340.) 
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POWER OF COURT TO ORDER RECTIFICATION OF 
REGISTER 

Mrs. H. M. Clark was the registered holder of 900 preference 
and 800 ordinary shares in Imperial Chemical Industries Limited. 
In March, 1935, she was approached by one Bullock (and subse- 
quently by one Gardiner) on behalf of Clarence Young, who was 
a director in Percy Bennett & Co. Ltd. Bullock informed Mrs. 
Clark that a large pool had been formed in certain shares in 
J. and J. Colman Ltd. and Shell Transport Ltd. in order to force 
up the price of the shares, and that the pool had a syndicate behind 
it which had already put up a quarter of a million pounds. She 
was invited to take shares in the pool and was assured that, if 
she agreed to do so, she would suffer no loss, because the syndi- 
cate was prepared to purchase back the shares at any time. 

Although Mrs. Clark never appreciated the full meaning of the 
scheme, she duly entered into it, and agreed on various occasions 
to buy in all 5,000 shares in J. and J. Colman Ltd. It is, however, 
not necessary to consider Mrs. Clark’s transactions in detail until 
she was asked to get her share certificates in Imperial Chemical 
Industries Ltd. from her bank and put them up as collateral 
security, and certain documents were put before her for her signa- 
ture. She was informed that these documents were necessary 
inorder to put her shares temporarily in the name of Young. Mrs. 
Clark signed the documents, but in no instance was her signature 
witnessed. There was a dispute as to what documents Mrs. Clark 
signed. Mrs. Clark had previously signed transfers of shares and 
knew what such documents looked like, but she insisted that the 
documents she signed at the request of Young were not similar 
to the share transfers she had been in the habit of signing. 

Some little time after these transactions, Mrs. Clark’s suspicions 
were aroused, by communications that she received from various 
companies, that her shares were being sold. On instituting inquiries 
she discovered that her 1,700 shares in Imperial Chemical Indus- 
tries Limited had been transferred and stood in the name of 
Clarence Young. The shares had been transferred by a transfer 
purporting to be signed by Mrs. Clark and witnessed by a Miss 
Moggeridge, who had signed as a witness, though she had never 
seen Mrs. Clark in her life. (A handwriting expert gave evidence 
that Mrs. Clark’s alleged signature on the transter form was more 
likely to be genuine than a forgery.) 

Mrs. Clark then issued notice of a motion for rectification of 
the register of members of Imperial Chemical Industries Ltd., 
and Young having in the meantime disappeared, substituted service 
was made upon him, but he did not appear to contest the motion. 
Percy Bennett & Co. Ltd. were in liquidation, and intimated that 
they had no claim to the shares. 

But Mrs. Clark’s motion was opposed from a most unusual 
quarter. A firm of sharebrokers, Keith, Bayley & Rigg, had acted 
for Young in the disposal of various shares, including those claimed 


B 
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by Mrs. Clark, and they had a transfer of the shares from Young 
to third parties (but apparently not the share certificates). These 
brokers contended (1) that they had a right to be put in the same 
position as if Young were the registered owner of the shares: 
(2) that as Mrs. Clark was a party to a scheme to “rig the market,” 
which was illegal, she had no right to claim back her shares, and 
(3) that on the assumption that the transfer to Young was genuine, 
Mrs. Clark’s name was not omitted from the register of members 
“without sufficient cause,” and S. 100 of the Companies Act 
(reproduced in all the Australian State Acts) provides as one 
of the grounds for rectification of the register “if the name of any 
person is, without sufficient cause, entered in or omitted from 
the register.” 

Mr. Justice Clauson held: 

(1) That the jurisdiction of the Court to rectify the register 
is not limited to cases where a name has been entered improperly, 
but extends to cases where a name stands on the register without 
sufficient cause ; 

(2) that there was sufficient evidence, even assuming the 
transfer to have been a proper one and not a forgery, that Mrs. 
Clark’s name had, without sufficient cause, been omitted from, and 
Young’s name had, without sufficient cause, been placed upon, 
the register, and the register ought to be rectified; and 

(3) that as the brokers did not claim that they themselves or 
anyone with whom they had entered into any contract had a right 
to have their or his name put upon the register, their application 
must be refused, but they had rightly brought the suggestion of 
illegality before the Court. On the evidence, Mrs. Clark was n 
party to any illegality. 

In the course of his judgment, his Lordship stated it was 
obvious that, in the circumstances in which Young had got the 
transfer of the shares, he held them as a mere trustee for Mrs 
Clark, and that at any time she wanted the shares she was entitled 


to have them. 
Re Imperial Chemical Industries Ltd. (1936) 2 All E.R. 463 
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Classification and Allocation of Expenses 
By C. K. KEL Ly, A.F.1.A. 


(One of a series of lectures on Retail Accounting Procedure to the 
Commonwealth Institute of Accountants, Victorian Division) 


Before going into the subject proper of “Classification and 
Allocation of Expenses,” let us look at a few points as to why 
so much importance is stressed nowadays on the matter of expenses 
as compared with years ago. 

Many of you are members of large business houses, and at some 
time or other you have heard the remark passed by managers and 
others: “We have been told by the executives to look after our 
expenses, and keep them down in our section.” The manager will 
probably reply: “Why, in the good old days, years ago, we were 
never told to watch our expenses—the turnover looked after that 
part of the business, and we made money for the firm, too.” 

Certainly, times are different, and many of the problems crop- 
ping up in business to-day would not have occurred years ago. 
Take a few examples of the differences: 

Competition.—Nowadays you have to sell your merchandise at 
acompetitive figure owing to the increase in the number of firms 
around, the result being that prices are always fluctuating, and to 
maintain the turnover, inducements must be made to the customer 
either in values or price. The point is that you must maintain your 
turnover in order to make it easier to regulate your expenses. You 
can reduce expenses to a certain minimum; after that the pros- 
perity of the business lies in turnover. 

Advertising—It would surprise you to know what is spent 
under this heading; the amount is very large, and to be successful 
in business, it is a true slogan that “It pays to advertise.” I may 
mention here that this item plays a very important part in present- 
day business, and it would amaze you if you were to obtain a copy 
of the Herald on a Thursday night of twenty years ago, and com- 
pare it with any Thursday night now. You would find the adver- 
tisements only a fraction in comparison. 

The percentage of this expense must be carefully watched, and 
should it go over the percentage allotted, you may be forced to 
reduce your advertising at a later date. The result, of course, 
would be less turnover. 

Display Fittings and Fixtures—The depreciation under this 
heading seems to be growing each year, whereas years ago the 
amount depreciated was negligible. To-day we find that to appeal 
to the public the windows and interior of stores must be fitted 
with the latest display figures. Stands, stock fixtures and counters 
all must be the last word in appearance. 

You will readily understand that in these modern times equip- 
ment is always changing, so that the capital expense of these items 
— be depreciated very quickly. This expense is also con- 
siderable. 
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Coming to Salary Expenses, you will find when you look through 
the groups of the expenses later, that in each section of the expenses 
the salary items are many. Many difficulties have been experienced 
by executives owing to the want of care in watching salaries, as 
once the damage is done it is very hard to overcome. 

All expenses require watching, but let me tell you, that in busi- 
ness to-day the salary question is regulated very closely and fey 
firms carry any passengers. The numbers on the staff are 
employed according to the value of turnover estimated, but should 
that volume decrease, then the first move executives make is to 
reduce the staff to suit the turnover. 

This applies to selling and non-selling sections, so we can gather 
from the foregoing that we must make certain that the system of 
accounting and recording salaries and the speed at which the 
turnover is known for the week is necessary information, in order 
to know our percentage of salaries. An example will show you— 
for a week which ends on a Thursday, as regards sales and salaries, 
the salaries return should be available at midday on the same day, 
and the total sales can be estimated, after which the percentage 
of the store’s selling salaries can be worked out. If the salaries 
are out of proportion to the turnover, action can be taken at once. 
If you postpone doing this, and trust to the turnover increasing 
the following week, you will probably find that you are going 
from bad to worse. Business these days is “Facts first and senti- 
ment second.” 

I can assure you that it is possible to know each department's 
sales and selling salaries percentages with variations of the previous 
year the day after the week ending. The office system is wrong 
if you cannot produce the week’s results in the time stated. All 
will agree that business is more difficult in the present period, 
hence the reason why we should look after our expenses, for every 
pound saved goes towards helping our financial result. 

The expenses being second only in importance to turnover, the 
management insists that a proper detailed system of classification 
and allocation of expenses be kept and a day-to-day compilation 
of the nominal accounts, thus enabling control over expenditure 
which would not otherwise be obtainable. 


EXPENSES BUDGET 


The commencement of each trading year is very important to 
the executives of business houses: the sales for the coming two 
half-years have to be estimated. and as a merchandise manager 
prepares his budget for the purchase of merchandise, so must the 
controller of expenses budget for his expenses. 

In preparing a budget of expenses of a retail store for twelve 
months ahead, many difficulties arise, and unless you go through 
each item of expense carefully, you may find that a serious mis- 
calculation may result in your expenses being considerably under- 
estimated at the end of twelve months. 

The directors would require a very good explanation for any 
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grious breach in this direction; in this respect the budget is 
totally different from a Government budget of expenses; so you 
will gather the importance of the correct estimating of expenses. 

The sales estimate for the year is generally fixed higher than it 
is possible to do, as buyers are always keen to reach their figures ; 
but for expenses, it is wise to budget on a much lower percentage 
of sales, thus giving a better control should the turnover estimate 
not be reached. 

Once the expenses budget has been estimated, it is possible thus 
early in the financial year to estimate the net result. The gross 
profit percentage being fairly regular, this percentage of gross 
sales, less the expenses, shows the profit for the twelve months. 

The vital point in the matter of expenses is how much you can 
afford to spend, and then to secure a system whereby the people 
in charge of that section do not spend more than the allotted amount 
given them. It is of no use to find afterwards that too much money 
has been spent: the proper time is as you go along, and it is only 
by examining the accounting part that you are able to find out 
how much is being spent in the various items of expenses. 


RECORDING THE EXPENDITURE 

A separate ledger card should be headed up for recording each 
item of expense, and the debits and credits to each expense dissec- 
tion recorded on the card. Each card will contain a complete 
record of all the debits charged during the monthly period, and 
should any particular item be heavy, it will be an easy matter to 
trace the reason why—simply send for the expense card and 
invoices. 

I may mention briefly that where a firm has two or more 
branches in the same city, it is necessary to have expense ledger 
cards for each branch, and a set of “O” cards headed up. 

The “O” cards are for debits for the general office salaries, 
professional fees, advertising, catalogues, despatch and _ similar 
items, which at the end of the month are apportioned according 
to the turnover of the different branches, and on being added to 
the individual direct expenses, give the total expenses for the 
branch. 

The managers controlling expense sections should be furnished 
with order books so that money spent under their charge may be 
approved by them, and it is wise to have a maximum amount 
printed on each order to which they can authorise and no further. 
On no account allow indiscriminate buying or transferring of 
goods ; insist on an order being made no matter how small is the 
expense—the moral effect and the saving are considerable. Any 
laxity in controlling these orders has a tendency to result in over- 
ordering quantities and in the end the goods not required are 
allowed to lie around, which generally encourages leakages. 

You have probably been told in a previous lecture that invoices 
should go from the receiving room to the general offices daily 
This applies also to the expense invoices. 
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The verification and allocation of the expense charge to its 
particular nominal account is work for special knowledge and 
experience, and then can be controlled only by a classified list of 
expense accounts. Those responsible for the marking of invoices 
to the accounts to be charged should be issued with a complete 
list of classification, together with any special directions that may 
be necessary. 

Great care should be taken at the end of each month to ensure 
that all the invoices are accounted for, and put through during the 
month in which the goods are bought or expenses incurred. Other. 
wise the following month’s expenses will be overloaded to that 
extent. 

CLASSIFICATION OF EXPENSES 

To this stage I have given you a rough idea of the importance 
in business of expenses, and I have specially mentioned two of 
the major expense items in advertising and salaries: the latter 
because of the large amount of money involved. It now remains 
to put before you a simple plan showing expenses classified and 
the allocation of the different items. There are six groups, as 
follows: 

(a) Administrative. 
(b) Occupancy. 
(c) Publicity. 

(d) Buying Stocks. 
(e) Selling. 

(f) Despatching. 

We could, of course, subdivide any of these groups, if neces- 
sary, but from practice, I have found that by doing so you are 
entailing a lot of extra work, and in the end there is very little 
to be gained. 

We will take each group separately, and a short explanation 
of each item will be given, also what debits are included. Each 
group bears a letter, and each item has a number. By doing so, 
the ledger card can be easily identified and the expenses record 
kept in rotation. 


No. 1—Admiunistrative “A” 


Management Salaries—Under this heading would appear 
salaries in one total of the store manager, merchandising 
manager, staff superintendent and similar executives. 
Office Salaries—We have the general offices, cash office, 
cash order, lay-by, shipping and credit offices. 

Cashier Salaries—Cashiers employed in the tube office and 
also in temporary desks around the store. 

Office Stationery—All the stocks of stationery should be 
stored in an office under the care of a responsible officer of 
the company, whose particular duty is to order all require- 
ments in stationery. Care must be taken to see that quote 
tions are asked from the different suppliers before any 
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order is placed, as the prices vary to a large extent. By 
careful supervision a considerable amount of money can be 
saved. As the stationery is given out a voucher or order 
should be received, which has been signed by a responsible 
person. The debits to this account are strictly “office 
stationery.” 

Communications.—Postages on letters, telegrams, any sur- 
charges. 

Office Expenses—Duty stamps comprise the principal debit 
to this account, and any small sundry expenses which crop 
up from time to time. 

Depreciation of Office Equipment.—I would recommend 
about 20% depreciation on machines and equipment as a 
reasonable amount. 

Exchange.—Debit exchange paid on cheques and credit 
exchange received. 

Professional Fees.—Legal and audit. 

Staff Assurance——Contains the amount payable by the 
company towards the staff fund. 

Telephone Salaries—Salaries of operators on the switch- 
boards. 

Telephone Costs.——Debits for calls, rent charges, and cash 
received from customers for calls are credited. 

Cash Service Costs——Includes rent for wire system and 
tubes. 

Cash Service Depreciation—This covers mostly cash regis- 
ters and a 10% depreciation, as the life of a machine is 
fairly long. 

General Insurance.—The debits are all insurances, with the 
exception of stocks. 

Discount Received.—Cash discounts, and where goods are 
bought at net, also the percentage added on. Trade discounts 
are generally given to the departments. 

Discount allowed.—Self-explanatory. 

Interest—Interest chargeable on bank overdraft. 
Expenses, Fares, etc-——Tram fares, trade meals and sundry 
expenses which cannot be debited to any other expense. 
Bad Debts.—Many points have to be considered in arriving 
at an amount to be written off. A few of these are: 

Length of time of the debt; 

The assets of the debtor; 

Whether it is worth while spending more money to 

recover debts which are hopeless. 

If we go back to our studies, the best way is to segregate 
the debtors into lists of “good,” “doubtful” and “bad.” 
The debtors’ accounts must be kept clean, and it is advisable 
to write off a shade more against bad debts than is necessary. 

Such a group of expenses you will agree covers prac- 
tically all the administrative charges of a retail store organisa- 
tion. 
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Occupancy “B” 


Bl 


Rents.—It is generally a matter for the board of directors 
to assess what rent should be paid. 
Interest on Property Investments——Debit interest paid on 
mortgages, etc., credit interest received on investments. 
Land Tax, Rates—The list includes Federal, State and 
Municipal taxes. 
Maintenance and Repair Salaries——Tradesmen employed 
throughout the store as carpenters, plumbers and electricians. 
Maintenance and Repair Expenses.—Mostly the debits are 
for repair and maintenance work, including materials, 
electric lamps, and any moneys spent on servicing office 
machines. Special care should be taken to see that no debits 
which belong to the capital account are posted here, for 
should you have a visit from the taxation authorities, they 
would certainly examine the debits to this item very closely 
Power and Water—rThe debits are lighting, power and 
water rates, also any excess water amounts. 
Elevator Salaries.—Self-explanatory. 
Elevator Costs——Inspection fees, repairs and any materials 
Cleaning Salaries —Watchmen, as well as cleaners, come 
under this heading. 
Cleaning Costs.—All materials which are bought in order 
to keep the store clean. 
Lounge Salaries.—Self-explanatory. 
Lounge Costs—Money spent will be debited and money 
received credited. 
Fittings Depreciation—The following are a few of the 
principal debits, and a suggested percentage of depreciation: 

Fixtures, Glass .. .. .. 10% 

Fixtures, Other .. .. .. 20% 

Display equipment .. .. . 25% 

Linos. and Carpets .. .. 20% 

I would advise controllers of expenses to err on the safe 
side when fixing depreciation percentages. My belief is that 
you cannot depreciate quickly enough; however, we must 
consider the life of the asset and the prosperity of the 
business. 

You will observe that this group consists of all charges 
in connection with the buildings of the store, the main- 
tenance of same, including power, cleaning, and depreciation 
of fittings. 


Publicity “C” 


C1 


Space, Blocks, etc—In order to give a proper control o! 
this very important expense, it is wise to divide and make 
three ledger cards of it—the first space in newspapers, 
periodicals, booklets and wireless broadcasting ; the second, 
blocks for the printer; the third, artists who do the sketch- 
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ing. Each month the preparation costs percentage should 
be taken out, i.e., the amount spent on artists and blocks to 
the total money spent on advertising. If such a record were 
not kept, the preparation costs would be liable to increase 
accordingly. 

Advertising Salaries.—Self-explanatory. 

Catalogues and Stationery.—A certain amount is allotted for 
each catalogue. After the invoices have been debited, a 
detailed list should be drawn up, giving an idea of what 
has been spent for printing, artists, blocks and other items. 
The costing of the catalogues gives an opportunity for a 
closer check. 

Stationery.—Mostly leaflets, booklets and advertising of 
special lines. 

Window Salaries—Window dressers. 

Window Costs—Generally posters and other advertising 
matter. 

Ticket Salaries—Ticket writers. 

Ticket Costs —The main debits are cardboard of different 
sizes, brushes and inks. 

Neon Signs.—A rent paid to Neon Co. for electric signs 
of the firm’s name, or advertising special merchandise. 


With reference to this section, the operating costs of advertising 
should be handled carefully: there are many loopholes for over- 
spending, but with proper care and co-operation the control should 
be easy. 


Buying Stocks “D” 


D1 


Buying Costs—Expenses incurred in the buying, mostly 
debits which cannot be charged against departments. The 
expenses of a buyer on an interstate buying trip are charge- 
able against the department of the buyer—if more than one 
department is concerned, then the expenses are apportioned. 
Receiving Room.—Salaries of clerks and typists. 

Bulk Stores.—Salaries of everyone employed in the bulk 
store in the handling of all merchandise. Overseas goods 
mostly are sent here for checking and distribution. 

Stock Insurance—Refers to selling stocks. The figures 
given to the insurance company monthly are the estimated 
stock figures at the end of each month. 


Selling “E” 


Ell 


Selling Salaries —Shown on the ledger card as one total per 
week, of all sales staff, including buyers. I have already 
explained the necessity for close supervision in this item, 
and would recommend a discussion on this subject later. 
Selling Sundry Expenses—Small debits which cannot 
reasonably be charged against the departments. 


3» Docket Books, Rolls, etc-—Includes docket books, covers 


and cash register rolls. 
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E14 Sales and Store Printing NEI.—The control of the buying 
for this section lies with the house stationery department, 
and similar instructions apply here as with the house sta. 
tionery. The account’s debits are all stationery other than 
office stationery. 

E151 Outdoor Sales Salaries—Self-explanatory. 

E152 Outdoor Sales Expenses.——Fares and other expenses in- 
curred in the performance of travellers’ duties. 

E161 Floor Superintendents.—Salaries only. 

Note: This group of charges is incurred in the selling of mer. 
chandise. 


Despatching “F” 

F21 Despatch Salaries.—Self-explanatory. 

F22 Despatch Expenses——Consists of small sundry debits. 

F31 Drivers’ Salaries.—Self-explanatory. 

F351 Motor Maintenance Salaries—Mechanics and all employees 
in the garage. 

F352 Motor Maintenance Costs—Accounts chargeable—petrol, 
oils, replacements of motor parts, all costs for the upkeep 
of cars are debited here. 

F353 Motor Depreciation.—As the life of a car is approximately 
five years, a 20% depreciation should be a reasonable reserve. 

F4 Outside Carriers—tIn the event of the despatch not being 
able to handle ail the work, it is necessary to obtain hire for 
deliveries. It is also economical to employ outside carriers 
for special deliveries beyond our boundaries. 

Paper, String, Packing.—The principal debits are wrapping 
paper and string. Any special packages for departments, as 
boxes for millinery or envelopes specially designed for 
gloves, are charged to the departments concerned. 
Freight Paid and Not Recovered.—Freight and _ postages 
form the bulk of the debits, and together with money received 
from customers for freight, go to the credit of this account. 
Special care should be taken to see that the person handling 
the stamps keeps a detailed record of all stamps used. 

Mail Order Salaries—Salaries of all the staff employed in 
the mail order department as typistes, wrappers and packers. 
Mail Order Expenses.—As this section is self-supporting, 
all expenses are chargeable—the chief debits are freight, 
postages, wrapping materials and stationery. 


Other Expenses NEI 


This account is not much used, as the items already enume 
rated cover most of our expenses, and my suggestion is to 
keep this account specially for donations. 


This last group of expenses is confined to the despatching and 
the costs of handling the goods from the packing room to delivery 
to the customer. 
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SPECIMEN Forms 
The following figures are illustrations of forms in use in record- 
ing and controlling expense: 
Figure 1 is an example of a ledger card with the selling 
salaries entered for eight weeks and total. 
Figure 2 is an example of a ledger card showing the debits 
and credits for maintenance costs. 
Figure 3 is a copy of a form for controlling salaries from 
week to week, as compared with the previous year (memo- 
randum only). 


SELLING SALARIES 





Details | Amount Deductions | Balance 


Salaries 1000 

“<i | 1050 2050 
1050 3100 
1100 4200 








4200 





Salaries 1000 

a 1050 
1050 
1100 





8400 














Ficure 1 
Ledger Card for Selling Salaries 


MAINTENANCE COSTS 





Details Amount Deductions} Balance 





195 17 10 


Ko) 


Dunlop Rubber 
Healing, A. G. 
Measuregraph 


= 


Ohmer Regs. 


” 


SIC to O1OIr a Oro ~1 = @¢ 


OE 52 Trans. 


Overseas Exs. 
36 Sleightholm, W. 
37 R.M.S. 
38 Hazelwood 
39 T/riter Reps. 
21580 B.G.E. 
21653 Dunlop Rubber 
Watson G.B. 


—_ 























Ledger Card for Maintenance 
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Management 
Cashiers 
Telephones 





Selling 





1025 




















Figure 3 


Control of Salaries 


Figure 4 is a petty cash voucher for receiving cash from 
the cashier for sundry debits. 

Figure 5 is an expense account sticker, to be attached to each 
expense invoice. 

Figure 6 is the expense dissection balance—summary of totals. 


(Original receipts should be attached PETTY CASH VOUCHER. 
where possible in support of this 
voucher). Date 








Amount in words........ : esis . Pounds 


a 


™ | 


A, B, C. D, E or F Number Sundry 

















Authorised by clot ....+ Cash Received by.. 


Figure 4 


Petty Cash Voucher. 
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EXPENSE ACCOUNT. 
Order No. Amount £ 
Extensions, Additions and prices checked by 
Authorised by 
Passed by 


CHARGE TO: 





Expense Classification 





A, B, C, D, E or F 





| 
Number | Sundry 
a : 


| 
| 
| 
} 
| 


‘Ficure 5 

Expense Account Sticker. 
EXPENSE DISSECTION BALANCE 
31st May, 1937 





Debits mth. |Prog. Total | Prog. Total 
31/5/37 30/4/37 31/5/37 








Management Sals. 
Office Salaries 
Cashier Salaries .. 
Offi. Stationery .. 
Communications .. 
Office Expenses .. 
Telephone Sals. .. 
Telephone Costs .. 
Cash Service Costs 
General Insurance 
Expenses, Fares, etc. 
eee 
Land Tax Rates .. 
Power, Water, etc. .. 
Mtce., Reps. Salaries 
Mtce. Repairs .. .. .. .. 
Elevator Salaries 
Elevator Costs 




















FIGURE 6 
Expense Dissection Balance 


Before explaining the term “comparative figures” in expenses, 
there are certain items which you must average in making up the 
monthly expenses return. The items are: 

Office Equipment 
Telephone Costs 
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Cash Service Depreciation 

Interest 

Land Taxes 

Catalogues 

Docket Books 

Professional Fees 

Cash Service Costs 

General Insurance 

Bad Debts 

Fittings 

Stock Insurance 

Motors Depreciation 

The reason for averaging is that the debits come in at irregular 

intervals, some once or twice a year. As each month must bear 
its true proportion of expenses, to achieve a correct monthly state. 
ment, you must estimate the amount for the year of the expenses 
mentioned and divide by twelve. The debit, on being received, 
will be entered on the ledger card the month it is received, but 
will be ignored in drawing up the list of the month’s expenses. 


COMPARATIVE FIGURES 


In compiling a monthly expenses statement it is advisable to 
have last year’s figures alongside this years. You will then see 
the increase or decrease in the different items. The total amount 
of each sub-section or group, will show against it the percentage 
to the turnover for the month, and the same applies to the grand 
total. 

I would recommend, as I stated previously, the working out 
each month of the percentage against two of the major items 
advertising and selling salaries, owing to their special importance 

I may mention at this point that, in the profit and loss state. 
ment for the month, the salaries total of all expense sections shoul 
be apportioned at the beginning and at the end of the month 
according to the day the salary is paid. 

A progress total to date of expenses and percentages is also 
given. All you have to do is to add each month’s figures as you 
go along in a similar form to the way in which the month is draw: 
up. 

MonTHLY TRADING ACCOUNT 

Once the expenses statement is complete at the end of the 
month you are in a position to draw up the trading account, but 
the following details will suffice to give you the net result: 

Gross Sales 
Gross Profit 
Expenses 
Net Result 

The total to date should be worked out in a similar manner 
thus giving you the profit or loss since the beginning of the 
financial year. 
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Taxation Section 
Edited by J. A. L. Gunn, F.1.c.a. 


A PLEA FOR THE ABOLITION OF APPEALS TO THE 
PRIVY COUNCIL 

During a recent visit to Ballarat I had the pleasure, for the 
frst time, of reading several editions of an American journal 
called Esquire. The illustrations are delightful, but the explana- 
tory matter which appears thereunder is sometimes difficult to 
understand. In my case this was probably due to a combination 
of causes: the potency of the famous Ballarat waters produced 
by a Mr. Herbert; a Calvinistic upbringing, and an insufficient 
knowledge of the American idiom. Some of the matter is clear. 
For example, there is a picture of a pasha surrounded by beau- 
tiful members of his harem, wearing little else but a look of 
distress. “The pasha, as well as I remember, is saying into the 
telephone, “Do you mean to say that if I have children I shall get 
a deduction in my income tax assessment?” Here there is a 
perfectly proper inquiry regarding a taxpayer’s rights under the 
income tax laws. The answer is to be found in this journal’s 
March, 1936, issue at page 84, and there is no reason why the 
query should not be beautifully illustrated. Unfortunately, how- 
ever, Esquire fails to answer the problem, and it is suggested 
that there should be closer collaboration between the two journals. 
The query could appear in one, and the answer in the other. 

On the other hand, there appears an illustration of a perplexed 
accountant telephoning his wife. The note appearing at the foot 
says, “What’s this about the milk bill, dear? It says ‘paid in full 
-and how!” This may be a note of appreciation on the part 
of the milk vending company of the fact that the bill was paid 
in Coronation crowns or some other rare coinage, or it is possible 
that the company is sarcastically challenging the consumer’s claim 
that the bill was in fact paid and is indirectly asserting that the 
latter is a pseudologer. In that event, a note of interrogation 
would have been more appropriate than an exclamatory period. 
On the weight of evidence it would appear that the former is 
the correct explanation but it is always possible that the final 
words represent the password of one of the secret societies 
with which the American continent abounds, in which case it 
fails because of its lack of universal appeal. 

However that may be, I have, in spite of the aforesaid 
upbringing, decided to incur the expenditure of a regular sub- 
scription to this journal, and I have been immediately rewarded, 
and so is the reader’s patience, by the establishment of the nexus 
between Esquire and the Privy Council. In the September, 1937, 
issue the following passage appears at pp. 178-9: “After reading 
Mr. Alfange’s book it is difficult for me to believe that any 
member of the Supreme Court . . . is not actuated in his 
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decisions by the highest integrity in respect to his oath of office 
But judges, being fallible and quite inomniscient and conditioned 
in their thinking by their natures, their past and their surround. 
ings, can, with the utmost integrity, be mutton-heads at times 
and the condition of being a mutton-head has nothing to d 
necessarily with youth or senility. The hell of law, indeed, js 
paved with the best intentions of our Supreme Court judges.” 

The reference is, of course, to the Supreme Cvuurt of the 
United States and can have only a limited application to the 
Supreme Court of the British Empire, the Judicial Committee of 
the Privy Council. The term “mutton-heads” would be a hyper- 
bolical description of any state of mind, or its absence, of such an 
august body. 

Nevertheless, the Privy Council has displayed a manly lack 
of omniscience at times. Mr. Justice Evatt recently described 
the decision of the Privy Council in Webb v. Outrim (1907) AC. 
81 thus—‘“It is now an historical fact to say that some of the 
reasons for the decision were quite unsatisfactory, and immedi- 
ately regarded as unsound’; West v. C. of T. (1937), | 
A.LT.R. at p.25. 

The following is an example of a little hell, the path to which 
bears witness to the Privy Council’s road-building activities. 

In Pondicherry Railway Co. Ltd. v. Income Tax Commis. 
stoners, (1931) 8 1. A. 239, the Judicial Committee held that 
an undertaking to hand over one half of the profits of a railway 
was an appropriation of profit, and the amount so paid was 
not an allowable deduction. The railway company, with a 
good show of reason, claimed that when it made over to the 
Colonial Government its half of the net profits it was making 
an expenditure incurred solely for the purpose of earning its 
own profits. But the Privy Council said, at p.251—“A pay- 
ment out of profits and conditioned on profits being earned 
cannot accurately be described as a payment made to eam 
profits.” Lord Macmillan went on to say, “It assumes that 
profits have first come into existence. But profits on their 
coming into existence attract tax at that point, and the revenue 
is not concerned with the subsequent application of the profits.” 
But as Mr. Justice Finlay pointed out in British Sugar Manu 
facturcrs Ltd. v. Harris, infra, it might have been said with 
great force that the real profits of the company were to be got 
at only after deducting this sum (half the profits) payable 
over to the French authorities. It is hardly necessary to add 
that common sense strongly supports that contention. 

The first paving stone was thus well and truly laid. 

In Union Cold Storage Co. Ltd. v. Adamson (1931), 16 Tax 
Cas. 293, the House of Lords held that the rent of premises, 
which was subject to a reduction dependent on profits, was af 
allowable deduction and not a distribution of profit. Lord 
Macmillan, who was a member of both tribunals, said “When 

. in the passage referred to by the Attorney-General in the 
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Pondicherry case I said that ‘a payment out of profits and 
conditional on profits being earned cannot accurately be des- 
cribed as a payment made to earn profits’ I was dealing with a 
case in which the obligation was, first of all, to ascertain the 
profits in a prescribed manner, after providing for all outlays 
incurred in earning them, and then to divide them. Here the 
question is whether or not a deduction for rent has to be made 
in ascertaining the profits, and the question is not one of the 
distribution of profits at all.” 

We have thus arrived at the second paving stone. The point 
to observe in the Union Cold Storage case is that, because of 
the dictum contained in the Pondicherry case, the unfortunate 
taxpayer company was dragged to the House of Lords to estab- 
lish an elementary claim for a deduction of rent, because it 
was subject to a reduction dependent on profits! 

In Tata Hydro-Electric Agencies Ltd. v. Income Tax Com- 
missioner (1937) 2 All E.R. 291, a company carried on business 
as managing agent of a power company, the remuneration being 
a commission of 10 per cent. of the profits. The power com- 
pany obtained a loan through the management company, on 
condition that the lenders should receive from the management 
company 25 per cent. of the above-mentioned commission. 
Later the appellant company acquired the agency of the 
management company, and the power company entered into a 
new agency agreement with the appellant company on the same 
terms as before, and the appellant company in turn entered 
into agreements with the lenders on terms identical with the 
previous agreement. The appellant company claimed to deduct 
the 25 per cent. commission in computing its taxable income. 
The Crown admitted that the former management company 
was entitled to claim such deduction, but contended that the 
new company could not do so as the payments were made in 
fulfilment of the terms of the assignment and not for the pur- 
pose of earning profits. The Privy Council upheld the Crown’s 
contention. Lord Macmillan said, at p.296, “In short, the 
obligation to make these payments was undertaken by the appel- 
lant company in consideration of its acquisition of the right 
and opportunity to earn profits, that is, of the right to conduct 
the business, and not for the purpose of producing profits in 
the conduct of the business. If the purchaser of a business 
undertakes to the vendor, as one of the terms of the purchase, 
that he will pay a sum annually to a third party, irrespective 
of whether the business yields any profits or not, it would be 
dificult to say that the annual payments were made solely for 
the purpose of earning the profits of the business.” 

_I, for one, find not the slightest difficulty in saying so. In a 

lar better judgment, our High Court said in Egerton-Warbur- 

tmv. F. C. of T. (1934), 3 A.T.D. 40, at pp. 46-7, “In Moffat 

v. Webb, 16 C.L.R. 120, this Court held that the liability of 

a grazier to Federal land tax gave rise to an outgoing wholly 
. 
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and exclusively laid out and expended for his trade as a grazier. 
The reason for this decision is expressed in the judgment of 
Isaacs J., as he then was, at p. 135, in the statement that the 
use of the land involved the use of an instrument to which 
is attached by law a compulsory payment. ‘It seems to me’ 
he said, ‘to follow naturally that the payment made under com- 
pulsion of law in respect of that necessary element of the 
business income is an outgoing made in the production of the 
income and in the circumstances here it was made wholly and 
exclusively for the taxpayer’s business.’ In the present case, 
the obligation to pay the annuity is not attached to the land 
by the general law, but by the convention of the parties. It 
is a condition of the acquisition of the land upon which the 
business is carried on. The nature of the business demands 
the use of land, but the payment of an annuity is not a neces- 
sary incident of carrying on the business. Without the land, 
however, the taxpayers could not carry on the business, and 
to acquire the land they found it necessary to submit to the 
liability to pay the annuity.” 

We are now on our way to il piccolo inferno. 

In Indian Radio and Cable Communications Co. Ltd. 9 
Income Tax Commissioner, (1937) 3 All E.R. 709, the appel- 
lant company carried on in India the business of communica- 
tion by wireless, and another company carried on the business 
in India of communication by cable. The companies entered 
into an agreement that the future operations of both businesses 
were to be conducted until December, 1944, by the appellant 
company, the consideration, inter alia, being that the appellant 
should pay to the other company one half of its net profits, 
before making any allowance for income tax. The Privy Cou- 
cil held that the half share of the net profits was not a proper 
deduction to be allowed in computing the appellant company’s 
profits for the purposes of income tax. 

Lord Maugham, in the /ndian Radio & Cable Communications 
Co. Ltd. case, rushed to the aid of Lord Macmillan’s herniacal 
proposition that “a payment out of profits and conditional on 
profits being earned cannot accurately be described as a payment 
to earn profits,” using as a bandage his old school tie. Lord 
Maugham said, at pp. 713-4, “It may be admitted that, as Ms. 
Latter contended, it is not universally true to say that a pay- 
ment, the making of which is conditional on profits being 
earned, cannot properly be described as an expenditure incurred 
for the purpose of earning such profits. The typical exception 
is that of a payment to a director or a manager of a commission 
on the profits of a company. It may, however, be worth 
pointing out that an apparent difficulty here is really caused by 
using the word ‘profits’ in more than one sense. If a company, 
having made an apparent net profit of £10,000, has then to 
pay £1000 to directors or managers as the contractual recom 
pense for their services during the year, it is plain that the real 
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net profit is only £9000. A contract to pay a commission at 
10 per cent. on the net profits of the year must necessarily be 
held to mean on the net profits before the deduction of the 
commission, that is, in the case supposed, a commission on the 
£10,000.” 

Elementary, but the exception can soon be reduced to 
absurdity. To paraphrase Babs Macaulay, as every inter- 
mediate student knows, a manager may be rewarded with a 
commission based on the net profits after the deduction of the 
commission. Using the above figures, the reward would be:— 


10 
110 of £ 10,000— £909. 


Therefore, if the manager is paid £1000, it is an allowable 
deduction, but if he is paid £909, it is a distribution of profits 
and is not deductible. 

By now we have reached the portals of our little hell. Be 
not afraid: we accountants are too green to burn. 

In British Sugar Manufacturers Ltd. v. Harris, (1937) 3 All 
E.R. 702, the appellant company agreed to pay two other com- 
panies for four years 20 per cent. of its profits in consideration 
of their giving to the appellant company the full benefit of 
their technical and financial knowledge and experience, and 
advice on all questions relating to the manufacture, etc., of its 
products. The net profits were to be arrived at after payment 
of all expenses, but before making any provision for deprecia- 
tion. The English High Court held that the payment was a 
distribution of profits and was not an admissible deduction. 
Finlay J. said, “I did not understand the Attorney-General to 
question the fact that, if the companies had been remunerated, 
not by a share of profits, but by some fixed sum (say, instead 
of saying 20 per cent. of the profits, they had said £10,000 
each year was to be paid to the two companies), in that case 
the £10,000 would be a deduction from the profits of the 
company.” His Lordship goes on to say “The reason why I 
should myself, untrammelled by authority, have arrived at the 
conclusion that Mr. King (Counsel for the appellant company) 
was right here is that it seems to me that the truth of the 
thing here is that this is truly a remuneration for services done, 
and that the fact that it is to be 20 per cent. of the profits is 
really only to apply a measure to the remuneration.” Neverthe- 
less his Lordship, apparently with great reluctance and after 
the loss of several capon linings, felt constrained to follow the 
decisions of the Privy Council and to disallow the company’s 
aim. Towards the close of his judgment, he said “Quite 
manifestly, you cannot take into account the deduction, in 
ariving at the sum from which the deduction is to be made.” 
Quite manifestly, his Lordship has never been an intermediate 
accountancy student. 

Unfortunately the High Court is bound by any relevant 
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decision of the Privy Council [see the judgment of Latham 
C.J. in West v. C. of T. (1937), 1 A.1.T.R. at p.9], but doubt. 
less the genius of Dixon J. will not be overtaxed in demonstrat. 
ing that the above are not decisions relevant to the Australian 
Acts and that the sums in dispute would be deductible there. 
under as losses and outgoings necessarily incurred in carrying 
on a business for the purpose of gaining or producing the 
assessable income. Not all the waters of Ballarat would induce 
the Commissioner to contend that those sums are of a capital 
nature. 

There seems to the average Australian citizen no valid reason 
for binding our High Court to accept decisions of the Privy 
Council. The High Court will always listen with respect to the 
relevant decisions of the English tribunals, and it is quite 
capable of separating the gold from the dross. Appeals to a 
tribunal, which is situated thousands of miles away, which has 
little or no knowledge of our conditions, and which possesses 
only a passing acquaintance with our Acts and their back- 
ground, seems wasteful both timeously and financially. The 
High Court has been in existence 37 years, and surely by now 
has reached a structure where it can be trusted to mind our 
business for us. “The hell of law, indeed, is paved with the 
best intentions of . . . judges.” The removal of the right 
of appeal to the Privy Council would at least eliminate one 
group of pavement artisans. 


RECOVERY OF TAX 


In July, 1935, litigation was originated in the High Court bya 
writ issued by the Commissioner of Taxation against Mr. T. C. 
Trautwein for £162,826/0/9. The taxpayer’s appeal against the 
assessments was heard by Mr. Justice Evatt in November and 
December, 1935, and in February, 1936, and His Honour fixed 
the taxpayer’s liability at £143,506/19/3. Before giving judg- 
ment, Mr. Justice Evatt had several questions decided by the 
Full Court. The taxpayer sought leave to appeal to the Privy 
Council, which refused to grant leave to appeal, thus determining 
his liability to pay £143.506/19/3 for Commonwealth income tax 
for years ended June 30, 1922-1928, inclusive, and for penalties. 
By leave of the High Court, the Commissioner signed judgment 
in October, 1936, against the taxpayer for £41,510/6/5, repre- 
senting income tax payable for the above years, with the excep- 
tion of 1925-26. With regard to the balance, representing tax for 
1925-26, and penalties, the action was then left open pending the 
appeal to the Privy Council. On September 27, 1937, Mr. Justice 
Evatt ordered that the Commissioner be at liberty to enter final 
judgment for £101,996/12/10, with costs, being £101.295/10/7 in 
penalties and £701/2/3 for Commonwealth income tax fot 
1925-26. 

His Honour said that the Order did not preclude the Commis- 
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sioner from reconsidering the remission of penalties if further 
facts came to light. He added that he believed that the Commis- 
sioner, if further information reached him, should not allow any 
technical difficulties to stand in the way of his considering any 
fresh representations made to him by the taxpayer about remis- 
sion of penalties. The responsibility was one for the Commis- 
sioner alone, and the Commissioner would do what he thought 


was right. 


SPECIAL INCOME AND WAGES TAX 
New SoutH WALES 


Important concessions have been granted to taxpayers by the 
New South Wales Special Income and Wages Tax (Management) 
Amendment Act of 1937 and the new Rates Act. 


INCREASE IN EXEMPTION 


Wages Tax.—The income from wages of an employee while he 
isin receipt of such income at a rate not exceeding £3 per week, 
or the equivalent hourly or daily rate, if derived after November 
30, 1937, is exempt from wages tax. Up till and inclusive of 
November 30, 1937, incomes from wages of under £2 per week are 
exempt; on and after December 1, 1937, incomes from wages of 
£3 per week and under are exempt; thus, the exemption applies 
where an employee receives exactly £3 per week. 

Special Income Tax.—The new legislation provides for the 
exemption of the net assessable income of any person (other than 
acompany) domiciled in New South Wales whose total income 
from all sources during the year of income does not exceed £156. 

The new general exemption of £156 shall apply only to income 
derived during income year ended June 30, 1938, and subsequent 
years, but provision is made that any person (other than a com- 
pany) domiciled in New South Wales, whose total income from 
all sources during income year ended June 30, 1937, did not 
exceed £156, shall be entitled to a rebate in his assessment for 
1936-37 of an amount of tax equal to 7/12ths of the tax otherwise 
payable by him. The above rebate is to be calculated upon the 
amount of tax payable before allowing any rebate in respect of 
dependants. 

Example: The total income of a taxpayer domiciled in New 
South Wales from all sources for year ended June 30, 1937, is 
comprised of mortgage interest amounting to £150. The tax- 
payer wholly maintains one child under 16: 

£100 @ 2 4/l0thsd. in # .. .. .. 2... 0 0 

ee ee ane rs 

£150 1 
Rebate under new S. 12 (6) 7/12ths. of 
aS ere ea eee ee 
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Rebate in respect of one dependant (new 
RS fae er a awe © 


NN i Sie ad hie” tested ak hal Se 


If the same set of facts obtains for year ended June 30, 1938 
the recipient is exempt from special income tax. 

Pensions.—Income derived from a pension by any person doni- 
ciled in New South Wales, whose total income from all sources 
during the year of income does not exceed £200, is exempt. The 
above exemption shall apply only to income derived during the 
year of income ended June 30, 1938, and subsequent years. Pro- 
vision is made that any person (other than a company) domiciled 
in New South Wales, whose total income derived from all sources 
during income year ended June 30, 1937, did not exceed £200, 
shall be entitled to a rebate in his assessment of 7/12ths of the 
tax otherwise payable by him upon any income derived from a 
pension which is included in his net assessable income. 

The above rebate is to be calculated upon the amount of tax 
payable before allowing any rebate in respect of dependants. 

Example: The total income of a taxpayer domiciled in New 
South Wales from all sources for year ended June 30, 1937, is 
comprised of: 

New South Wales pension .. .. .. .. .. .. .. £180 
eee ee 20 


£200 


The pension is not assessable income within the meaning of the 
Act. The pensioner wholly maintains a wife, whose net income 
from all sources does not exceed £100. 
6 8 RY ee ae 
Sue Ge G 7/tteee mee... .. ss ss ss «2H RB 


£200 £4 0 10 
Tax in respect of pension: 


180 
say of £4/0/10 — £3/12/9. 


Rebate in respect to tax on pension: 
7/\2ths of £3/12/9= 2 2 
£1 18 

Rebate in respect of one dependant: 


MED a. cc ca os ates deka ae 


SE I ons en ne Se eeedies es. BE Bee 


If the same set of facts obtains for year ended June 30, 1938, 
the pensioner is exempt from special income tax. 
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REDUCTION IN Rates oF Tax 

The rates of wages tax in respect of wages derived by every 
person (other than a company) during the period commencing 
on December 1, 1937, have been reduced. 

On wages between £3 and £4 per week the tax has been reduced 
by one-third; £4 to £5 per week, by one-fourth; £5 to £6 per 
week, by one-fifth; £6 to £20 per week, by 10 per cent. There is 
no reduction in respect of income from wages in excess of £20 per 
week. ; 

A corresponding reduction has been made _ in the rates of 
special income tax in respect of income year ended June 30, 1937, 
bearing in mind that the reduction in wages tax operates as from 
December 1. Thus, for example, the rates of special income tax 
applicable to incomes from £157 to £208 per annum have been 
reduced by approximately 7/12ths of 33 1/3 per cent. 

REBATE IN RESPECT OF DEPENDANTS—WaAGES TAX 

An employee shall be entitled to a rebate of an amount of 6d. 
in respect of each dependant from the wages tax otherwise payable 
by him in respect of any week. The rebate applies irrespective of 
the amount of the wages received. 

“Dependant” means a person who: 

(a) resides in Australia, and who 
(b) is wholly maintained by the employee, and who 
(c) is either— 

(i) the spouse of the taxpayer, or is 

(ii) a child under the age of 16 years. 

Rebate in Respect of Spouse-—The rebate of 6d. per week is 
intended to apply where a husband wholly maintains his wife, or 
where a wife wholly maintains her husband. A spouse shall be 
deemed to be wholly maintained if the net amount of income 
derived by him or her from all sources does not exceed £100. 

The above is the apparent intention of the Legislature, but the 
definition of “dependant” is defective, because it states that a 
spouse shall be deemed to be wholly maintained if the net amount 
of income derived by her from all sources does not exceed £100. 
The New South Wales Acts Interpretation Act 1897, S. 21 
(a) provides that words importing the masculine gender shall 
include females. The converse is not provided for. Although a 
spouse is a partner of a marriage, and therefore the word includes 
both husband and wife, it is possible that, by using the pronoun 
“her,” instead of “him,” there is no rebate to a wife where she 
wholly maintains her husband. In any event, it would appear 
that the test contained in the second sentence of the definition does 
not apply to a case of a wife wholly maintaining her husband, and 
that if the husband derives any income at all there is no rebate. 

Rebate in Respect of Children.—The rebate of 6d. per week per 
child applies to any child, not necessarily that of the taxpayer, who 
is wholly maintained by him or her, who is under 16. Thus, if 
the child is also earning income, however small, which is applied 
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to his or her maintenance, there is no rebate. There is no propor- 
tionate allowance for partial maintenance. 

Commencement of Rebate from Wages Tax.—The following 
remarks are based on the assumption that the rebate is to com- 
mence to apply in respect of the first payment of wages derived 
after November 30, 1937. This was the announced intention of 
the Government, and is in accordance with the general plan of the 
new legislation. If so, a grave blunder appears to have been made, 
as the Amendment Act contains no provision as to when the rebate 
shall first apply. The Act was assented to on October 15, 1937, 
and in the absence of a provision to the contrary, the rebate applies 
from that date. The form of declaration referred to below was 
published in the Government Gazette on October 29, 1937, and if 
an employee furnished a declaration in accordance with that form 
within fourteen days of October 15, that is, on October 29, he was 
entitled to the rebate in calculating the deduction for wages tax in 
respect of all payments made on and after October 15. Doubtless 
the blunder has since been discovered, and amending legislation 
will be passed this month to provide that the rebate will first 
apply in calculating the deduction for wages tax in respect of the 
first payment of wages after November 30, 1937. 

Calculation of Rebate from Wages Tax in Respect of Depen- 
dants.—The rebate of 6d. per week per dependant is deducted from 
the wages tax otherwise payable by him or her. Thus, the amount 
of wages tax to be deducted from the weekly salary of £6 paid, on 
and after December 1, 1937, to an employee with a wife and two 
children under 16, is: 

ee 
Rebate for three dependants .. .. .. .......... 1/6 


Net tax to be deducted .. .. .. .. .. 12.2.2 o 18 

In some industries, such as primary production, employees are, 
in many instances, paid monthly, or at other than weekly intervals. 
If, for example, employees were paid every four weeks, and a pay 
day thus fell on December 1, 1937, an employee with dependants 
Would be entitled to a rebate at 6d. per week per dependant for the 
four weeks represented by such payment. Any attempt by an 
employer to postpone a normal pay day in order to give employees 
an undue advantage would probably be strenuously resisted by the 
Department. 

The Act appears to be defective as to the position where an 
employee has several employers, such as the director of several 
companies. To which company should he make the declaration? 
Or is he entitled to make the declaration to all of them, and thus 
obtain the rebate for dependants from each company ? 


Declaration to be Made by Employees Regarding Dependants.— 
Every employee who claims a rebate of tax in respect of a depen- 
dant shall furnish to his employer a declaration in duplicate on 
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Form W.T. 16, setting out particulars concerning that dependant. 
An employee shall not be entitled to any rebate for dependants 
unless he has lodged the declaration with his employer, and shall 
not be entitled to any rebate in respect of any wages paid more 
than fourteen days prior to the furnishing of the declaration. 
Thus, if an employee with dependants desires a rebate to be made 
from the tax deductible from the first amount of wages paid to him 
after November 30, 1937, he must, prior to such payment, furnish 
his employer with the declaration. If he fails to do so, no rebate 
can be allowed from the tax deductible from such first payment. 
If, however, he lodges the declaration within fourteen days after 
such first payment, he is entitled to a rebate of the amount that 
would have been allowed in such first calculation of tax if he had 
lodged the declaration in time. The necessary adjustment should 
be made on the pay day following the lodgment of the declaration. 

The employer is required to forward the duplicate portion of 
the declarations to the Department within thirty days. He must 
retain the original, which must be available for inspection by 
Departmental officers when called upon. 

Fresh declarations must be lodged if a person ceases to be a 
dependant. Similarly, fresh declarations must be furnished where 
an employee claims a rebate in respect of any additional dependant. 

A further declaration in duplicate must be handed to each new 
employer. 

Rebates in Respect of Dependants—Special Income Tax.—Any 
person (other than a company) who is domiciled in New South 
Wales shall be entitled to a rebate of tax in his assessment of— 

(a) in the case of net assessable income derived during income 
year ended June 30, 1937, the sum of 15/- in respect of 
each dependant ; 

(b) in the case of net assessable income derived during income 
year ended June 30, 1938, and subsequent years, the sum 
of 26/- in respect of each dependant. 

There is no income limit in respect of this rebate. See notes, 
ante, regarding definition of dependant. 

Rebate for Dependants in Respect Income Year 1936-37.—The 
rebate of 15/- for each dependant in the assessment of special 
income tax based on income derived during year ended June 30, 
1937 (or substituted accounting period), shall be deemed to be 
allowed in respect of the period commencing on December 1, 1936, 
and ending on June 30, 1937, or in respect of the final seven 
months of a substituted accounting period. Where any person 
isa dependant for part only of that period, a proportionate part 
of the rebate of 15/- shall be allowed. Thus, if a child were born 
on May 1, 1937, the rebate would be 2/7ths of 15/- = 4/3. The 
Department will obtain the necessary particulars from the income 
fax returns lodged by the taxpayer for 1936-37. 


Rebate for Dependants in Respect of Income Year 1937-38— 
Where, during year of income ended June 30, 1938, and subsequent 
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income years, a dependant is maintained for part only of the year 
of income, a proportionate part only of £1/6/- shall be allowed as 
a rebate in respect of that dependant. Thus, if a taxpayer were 
married on August 1, 1937, he could obtain a rebate in his 1937-38 
assessment of 11/12ths of £1/6/- = £1/3/10. 


THE INCIDENCE OF INCOME TAXATION AS IT 
APPLIES TO PRIVATE COMPANIES _ INCOR- 
PORATED IN WESTERN AUSTRALIA 
(A Report submitted by the Taxation Post-Graduate Study Group 
of the Western Australian Division of the Commonwealth 
Institute of Accountants) 

By the amending legislation passed in August, 1934, and with 
slight amendments incorporated in the 1936 Act, a new phase was 
introduced into the Federal Income Tax Assessment Act, speci- 
fically defining the method of determining the tax applicable toa 
private company. 

The taxation of private companies under the Commonwealth 
Income Tax Law is now governed by Division 7 of Part III of 
the Income Tax Assessment Act 1936, which comprises Sections 
103 to 109 inclusive. The object of these sections is to prevent 
loss of revenue occasioned by the expedients adopted by some 
taxpayers to obtain possession of the profits of private companies 
without exposing themselves to tax on such profit. 

The report of the Royal Commission, dated April 12, 1934, sum- 
marises these expedients as follows: 

“1. The failure to make a reasonable distribution of profits. 
“2. The formation of a number of separate private com- 
panies, or chain of private companies, each of which holds 
shares in that preceding it in the chain. 
The allotment of shares for the purpose of reducing the 
holding, and thereby the dividends of the principal 
shareholder, in order to reduce the rate of tax which 
would otherwise be payable by him. 
The distribution of profits as salaries or bonus to direc- 
tors or shareholders. 
Distribution of profits in the form of loans to share- 
holders, instead of by way of dividends.” 

Summarising the position generally, the new law may be said 
to be as follows: 

1. Companies are now divided into two main classes—publi 
and private. 

2. Public companies are no longer subject to the old Section 

21 (later Section 31A-H), which was repealed, nor any 
Section of a similar nature. 
Private companies, where they have made an “insufficient 
distribution,” automatically come under Sections 103-10 
In considering “sufficient distribution,” a period of fir 
years is now taken into account, instead of only the year 
of income, as previously. 
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Section 103 contains a number of definitions, chief of which are: 
“Private Company.”—One under the control of not more 
than seven persons, and which is not a company in which 
the public are substantially interested or a subsidiary of a 
public company. 
The “public” is not defined, but it does not include a pri- 
vate company. 

R- “A company is deemed to be under the control” of any per- 

sons where the major portion of the voting power, or the 

;roup majority of the shares, is held by those persons and/or 

h their nominees, or where the control is by any other means 
whatever in the hands of those persons. 

The term “nominee” means one who may be required to 
exercise his voting power at the direction of, or hold 
shares directly or indirectly on behalf of, a person, and 
includes a husband or wife, or a relation by blood, mar- 
riage, or adoption of that person. 

Persons in partnership and persons interested in the 


with 
e was 
speci- 
2 toa 


vealth 


IIT of estate of a deceased person, or in property held in trust, 
of : 


shall respectively be deemed to be a single person. 
“Substantially interested” means if the shares of a company 
(excluding preference shares) carrying 25% of voting 
power are held by the public at the end of the year of 
income, and such shares have in the course of the year 
been quoted in the official list of a Stock Exchange. 
“Subsidiary of a public company” means that the control of 
the company is in the hands of one or more companies, 
none of which is a private company, and it is, therefore, not 
regarded as a private company. If one of the controlling 
companies is a private company, the subsidiary is deemed 
to be a private company, unless the public is substantially 
ng the interested in it. 
incipal ae 
which Section 104.—Assessment of Additional Tax 
If a private company does not make a sufficient distribution of its 
dire | taxable income within nine months of the close of its financial 
year, then the Commissioner has power at any time (unlike old Sec- 
share: § tion 21, where he had to exercise his right within a certain time) 
to assess the company for the tax or additional tax which would 
have been payable by the shareholder if the company had, on the last 
day of the year of income, made such distribution. 
“Sufficient distribution” means: 

(a) In the case of an investment company (i.e., one whose 
income—exclusive of dividends from private com- 
panies—is derived solely or principally from sources 
which, in the hands of an individual, would be income 

ffcient from property), the whole of its distributable income 
13-109 (that is, the taxable income, less Federal or ex-Aus- 
of fire tralian income tax actually paid during that year. It 

should be noted that State taxes paid have already 
been allowed as a deduction when arriving at the tax- 
able inicome). 
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(b) Where it is not an investment company— 

1. Where the whole or part of its distributable in- 
come is dividends from other private companies, 
then all of that income, plus two-thirds of the re- 
mainder, if any, and 

2. In any other case, two-thirds of its distributable 
income. 


In other words, the Commissioner will assume that the extra 
dividends have been paid, will take the whole of the shareholders’ 
returns, and work out what extra tax they would individually 
have paid if the dividends had been received by them, and will then 
charge against the company the aggregate of such amounts. 

When there is more than one class of shareholders, for the 
purpose ONLY of determining which shareholders’ returns are to 
be used in calculating the tax, or additional tax, payable by the 
company, any dividends paid within nine months after the close of 
the year of income shall be deemed to have been paid in the order 
in which they were actually paid, but before the last day of that 
year. This is necessary so that, in the case of preference share- 
holders having actually received their dividend within nine months 
after the close of the year of income, the “deemed distribution” 
will be based upon the income tax returns of those ordinary share- 
holders who were on the register of members of the company at 
the last day of the year of income. 


Section 106.—Excess Distribution of Previous Years 

This section provides that where a private company has made 
more than a “sufficient distribution” in one or more years, it may 
carry forward the amount over-distributed up to a period of four 
years, and providing the total distribution for the four years exceeds 
the total of a “sufficient distribution” for each of the four years, 
such excess, together with any “deemed distribution” during that 
period not subsequently distributed, can be set off in reduction of 
the “deemed undistributed” income of the fifth year. 

Thus, if a company were required to distribute £600, in the 
first year of its trading, and it actually distributed £850, the excess 
of £250 could be deducted from the first short distribution or 
distributions up to that amount over the succeeding four years. 


Section 105.—Interposition of Companies, Trusts and Partnerships 

This section was introduced to overcome the practice of inter- 
posing companies between the main operating company and the 
individuals who eventually receive the profits. In effect, it traces 
the income through the interposing companies, trusts and part- 
nerships to those individuals, and provides that the additonal tax 
payable by any company shall be calculated on the basis of the 
tax that would be payable by the eventual recipients, had each 
company or partnership or trust in turn immediately distributed 
the amount of the notional distribution which the company should 
have made. 

Actually, in assessing the extra tax the individual would have 
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paid had a “sufficient distribution” been made, the Commissioner 
takes the shares held in the shareholder’s name, plus his share of 
those held by the partnership, plus his share in accordance with 
his shareholding of those held by the second private company, and 
so on, and assesses on the aggregate. 

The second part of this section provides that if an interposing 
company is incorporated outside Australia, and the Commissioner 
is unable to ascertain the shareholdings, he is authorised to assess 
the tax on the basis that the foreign company has only one share- 
holder. 


Section 107.—Rebates 

Where dividends are subsequently distributed by a private com- 
pany from taxable income which has been subjected to additional 
tax in the hands of the private company, such dividends are not 
taxable in the hands of the shareholder, provided the distribution 
is made wholly and exclusively from such taxable income which 
has borne additional tax, but these dividends are included in the 
shareholder’s return for the purpose of arriving at his average 
income for rating purposes over the ensuing four years. Unless 
the distribution is made wholly and exclusively from such funds, 
the shareholder is taxed in the usual way, and thus double tax is 
collected on the same income. 


Section 108—Loans to Shareholders 

A practice existed of trafficking to some extent in the assets of a 
private company either by making advances or transferring assets 
to shareholders. Under Section 108 the Commissioner has power 
to treat any such loan, etc., as a dividend. 

The effect of this is not to make the company liable to additional 
tax, but to enable more tax to be recovered from the shareholder. 
As such a “deemed distribution” is regarded as a dividend for 
all purposes of the Act, it is reasonable to assume that the applica- 
tion of this section would result in a corresponding diminution 
of any additional tax which may be assessable to the private com- 
pany under Section 104. 

If, however, such loan is later set off against dividends declared 
by the company, that set-off shall not be deemed to be a dividend 
taxable in the hands of the shareholder, thus obviating the possi- 
bility of double taxation. 


Section 109.—Payment to Shareholders and Directors 

Similarly, remuneration, including retiring allowance, etc., paid 
to directors and other members of the company or to a relative 
of such person, can be reviewed by the Commissioner if he thinks 
it excessive ,and he can decide what portion of the amount is a 
reasonable return for the person’s services, and can then assess 
the balance as a dividend. The effect is that the company is liable 
to tax on the excess as increased profit, and the person becomes 
lable for income tax at property rates on the difference between 
the amount allowed by the Commissioner and the amount actually 
paid to him, subject, of course, to the usual rebate on dividends. 
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It may be noted, however, that the Commissioner’s decision is not 
final and is subject to appeal. 


WESTERN AUSTRALIAN STATE TAXATION OF COMPANIES 

No similar provisions are contained in any Western Australian 
Acts taxing the incomes of either companies or individuals and 
there is no differentiation between private and public companies, 


EFFEcT oF INCOME Tax AcTS ON PRIVATE COMPANIES 


A schedule is attached showing, on a comparative basis, the 
taxation payable on income under the various taxing Acts: 
FIRSTLY: As a sole trader, and 
SECONDLY: As a limited liability company with the former 
sole trader as principal shareholder (i.e., owning all 
shares except the statutory minimum one share required 
to be held by each of four other shareholders). 


It is obvious that no provision could be made in this table for 
personal and concessional deductions, such as those appertaining 
to children, life assurance, etc. It is to be borne in mind that there 
are many personal factors which should be taken into account and 
must be considered in the application of this schedule to specific 
cases. In order to standardise the table, the State taxation rates 
have been worked on the basic formula, but the amount of tax 
is shown taking into consideration the existing rebate of 20%. In 
the calculations of the Federal taxation it has been assumed that 
this is the first average year. The statutory exemption of £250 
reducible has been brought into account in arriving at the rate of 
tax payable. 

In dealing with the two assessable incomes, namely, “As a 
company and as a shareholder,” it has been assumed that the 
various rates of salary would be allowable by the Commissioner 
and of the balance of the company’s profits, two-thirds has been 
“deemed distributed” as dividends for Federal taxation purposes 
only. For example, the calculation for the sole trader making a 
net profit of £1,250 has, in the case of the company, been worked 
on the basis that the proprietor is allowed £350 salary, reducing 
the company’s taxable income to £900, of which £600 (two-thirds) 
is distributed as a dividend and liable, therefore, in the hands of 
the shareholder for Federal taxation at the rate applicable to 
income from property. Similarly, it will be noticed that various 
alternatives have been provided on the basic income of £5,000 
when, as the proprietor’s salary income increases, so the taxable 
income of the company reduces correspondingly. 

From a perusal of the schedule, it would appear that in the 
ordinary course of events until the business of a sole trader is 
showing a taxable income of approximately £3,000, his total tax 
is less than that payable by a private limited liability company 
over which he has the sole control. Of course, on the other hand, 
by the formation of a limited liability company, advantages may 
be conferred which outweigh the disability of any additional taxa- 
tion. 
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THE AUSTRALIAN ACCOUNTANT 


Correspondence 


OVERHEAD AND ONCOST 
The Editor, The Australian Accountant 


Dear Sir,—In the October issue, Mr. R. Adamson refers to 
the terms “overhead,” “expense” and “oncost.” 

Expense is defined by Dohr, Ingham and Love in their Cost 
Accounting as: 

“An outlay which is chargeable to the period in which it is 
incurred; synonymous with a ‘cost’; the expenses of any 
given period include all items of cost which are includable in 
determining the cost of operation.” 


This definiton is wide in its scope and destroys some conven- 
tional ideas, particularly that which regards materials and labour 
in a manufacturing concern as something other than an expense. 

Any significance in the use of the terms “overhead” or “oncost” 
arises only when costs are determined in terms of units, such as 
units of product or service. In this process it is found that some 
costs can be obviously and conveniently identified with particular 
units, and are therefore termed “direct” costs or expenses. Other 
items which cannot be so identified are applied to units on 
theoretical or arbitrary bases and for that reason are called the 
“indirect” costs or expenses. The terms “direct” and “indirect” 
are not related in any way to the nature of the expenses and refer 
only to the manner in which they are to be applied to cost units. 

The term “overhead” is a substitute for the term “indirect 
expenses.” Professor J. M. Clark, in his Economics of Overhead 
Costs, says: 

“What are ‘overhead costs’? The term is nowadays much 
and variously defined; in fact, it covers a family of ideas, but 
they have one essential thing in common. They refer to costs 
that cannot be traced home and attributed to particular units 
of business in the same direct and obvious way in which, for 
example, leather can be traced to the shoes that are made 
from it.” 

If we accept this definition, we cannot regard “overhead” as 
being the equivalent of “expense.” Some expenses become “over- 
head,” but only when unit costs are being determined, and that 
which is a direct expense for one purpose may become an indirect 
expense for another purpose. For example, manufacturing costs 
may be apportioned in the first instance to departments and the 
resultant costs charged against a particular department will have 
been applied partly directly and partly indirectly. When, however, 
the expenses of the department are to be applied to the product 
passing through it, the expenses may be all indirect as to the 
product. 

Any classification of the total expense on functional or depart- 
mental bases cannot be described as overhead until it is considered 
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in relation to a cost unit. For this reason the definitions of the 
Institute of Cost and Works Accountants (England) are incon- 
sistent when such terms as “selling overhead,” “distribution over- 
head” and “administrative overhead” are used, because we must 
assume immediately that the cost unit to which the expenses are 
related is the saleable product and that all of those costs cannot 
be traced to the products in a direct and obvious way. This may 
not be the case. 

The term “oncost” has been used, particularly by English 
accountants, to cover the indirect expenses—factory, selling and 
administrative applied to individual jobs and processes, or in set- 
ting up the total cost per unit of product. It is therefore an alter- 
native to “overhead.” 

In my opinion, this confusion could be avoided by refraining 
from the use of the terms “overhead” and “oncost” in accounting 
records and statements, using in their place the terms shown on 
the accompanying diagram. 





Bases of Classification 





{Application : Nature of 
; cost units : the item * 


Generic ‘  Punction 





‘(Direct ‘( Wages 
‘| Manufacturi 
‘| Expenses Materials 


‘| Materials 


etc. 
Soreserenas 


( Be Belting Commission 
> eae ‘| advertising ? 
| Wages 
‘| Supplies 
‘ Transport 
Insurance 
‘| Rent, etc, 
‘| Travelling 
' Depreciation 
‘(Direct 
. Administrative ? 


‘ j Sapenses 


: ( Wages 
“Administrati ive | Supplies 
: Expenses ‘| Communication 


i| Indirect ‘| Professional 
. Manufacturing: Services 


Expenses Depreciation 
: ‘| Rent, etc. 
: ‘| Travelling 
' ‘(Bad Debts 

















*Assuming that cost unit is saleable product. Items 
may require re-arrangement if related to some other 
cost unit. 
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Mr. Adamson’s further statement that “the total of such oncost 
charges on all jobs during the period is compared with the total 
of expense or overhead actually incurred and the efficiency of the 
costing system is measured by the closeness of these totals to 
agreement” (the italics are mine) has little relation to this discus- 
sion. I would like to say, however, that if any other persons in 
Australia hold these views, there should be a good market for 
some elementary book on cost accounting! 

Yours faithfully, 
L. A. ScHumen. 


Melbourne, 
October 31, 1937. 





Partnership Dissolution Accounts 


THE RULE IN GARNER v. MURRAY 
By O. R. MacDona_p, A.1.c.A. 


An article on “Dissolution of Partnership,” by the writer, which 
appeared on pp. 75-80 of the August number of this journal, 
elicited some constructive criticism (published on pp. 130-133 of 
the September issue) from Mr. R. Adamson, of Messrs. Heming- 
way & Robertson, and from Messrs. E. Pyke and Hosking. In 
their courteously-worded contributions, they, while generally com- 


mending the article, expressed disagreement with my interpre- 
tation of the application and effect of the rule in Garner v. Murray 
as applied to two examples of working contained in my article 
In these examples, the familiar circumstances existed. There were 
three partners, one of whom was insolvent, and there was no part- 
nership agreement, but there was a profit, instead of a loss, on 
realisation. 

In this article, I propose to explain my reasons for adopting the 
procedure which I followed, and to comment on the views of Mr 
Adamson and of Messrs. Pyke and Hosking. 

In my original article, I said that it was not my purpose to dis- 
cuss the case of Garner v. Murray; all that I intended was to give 
a short explanation of the decision and of its practical effect. It 
may be of interest, however, to give a somewhat more complet 
resumé of the case than that whch usually appears in accountanc) 
text-books. 

The English case of Garner v. Murray was heard in the Chancery 
Division in October and November, 1903. The partnership oi 
Garner, Murray & Wilkins had been dissolved as from June 30, 
1900, by an order dated May 14, 1901. There was no written 
partnership agreement, but it had been verbally agreed amongst 
the partners that the capital would be contributed in unequal shares 
and that there would be an equal division of profits. Garner and 
Murray had each made advances to the firm apart from their 
capital. Wilkins—the original of the unfortunate “C” of innumer- 
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able examination problems—had overdrawn his capital, and it was 
alleged that nothing could be recovered from him. 

The amount due to the plaintiff, Garner, was £2,500 in respect 
of capital, and £266/16/10 in respect of advances ; to the defendant, 
Murray, £314/3/4 in respect of capital, and £147/9/8 in respect 
of advances. It was shown that, after all the liabilities of the firm 
and the advances of Garner and Murray had been discharged, the 
assets were insufficient to repay the capital by the sum of £897/3/8. 

Counsel for the plaintiff contended that, where one partner had 
contributed more capital than another, and there was a deficiency 
of assets, the partner who had contributed more was entitled to be 
paid first the difference between his contribution and that of his 
partner. The case of Ross v. White (1894) 3 Ch. 326, was cited 
insupport. There the contributions were originally equal, but dif- 
ferent amounts drawn by the partners had made them unequal. 
Counsel claimed that before the defendant could receive anything 
the plaintiff's loss of capital must be reduced to an equality with 
that suffered by Murray. 

Counsel for the defendant, Murray, quoted Section 44 of the 
English Partnership Act (which section is identical with that 
quoted from the Victorian Act on pp. 75 and 76 of the August issue), 
which provides that, after (1) paying debts to non-partners, and 
(2) repaying advances by partners, the assets shall be applied: 

“(3) In paying to each partner rateably what is due from the 
firm to him in respect of capital.” 

The word “rateably,” counsel said, involved the assumption that 
all the contributions have not been paid up in full. If the assets are 
not sufficient to pay everyone in full, the partners are to divide them 
rateably. The true principle of division in this case was for each 
partner to contribute an equal share of the deficiency of capital, and 
then to divide the whole rateably between them. As the deficiency 
of capital was £897/3/8, each partner must contribute one-third, 
ie., £299/1/3. As Wilkins could pay nothing, the available assets 
must be divided rateably between plaintiff and defendant in propor- 
tion to the amounts due to them in respect of capital. The case of 
Ross v. White, it was claimed, had no application. 

The judgment of Mr. Justice Joyce was as follows: 

“The real question in this case is how, as between two partners, 
the ultimate deficit, which arises in the partnership assets from the 
default of a third partner to contribute his share of the deficiency 
of the assets to make good the capital, is to be borne by them. We 
have now in the Partnership Act 1890 a code which defines the 
mode in which the assets of a firm are to be dealt with in the final 
settlement of the accounts after a dissolution. 

“Section 44 is plain. (His Lordship read the section, and con- 
tinued.) I do not find anything in that section to make a solvent 
partner liable to contribute for an insolvent partner who fails to 
pay his share. Sub-section (b) of Section 44 proceeds on the sup- 
position that contributions have been paid or levied. Here the 
effect of levying is that two partners can pay and one cannot. It 
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is suggested on behalf of the plaintiff that each partner is to bear 
an equal loss. But when the Act says losses are to be borne 
equally, it means losses sustained by the firm. It cannot mean 
that the individual loss sustained by each partner is to be of equal 
amount. 

“There is no rule that the ultimate personal loss of each partner, 
after he has performed his obligations to the firm, shall be the same 
as or in any given proportion to that of any other partner. I have 
to follow the Act, and I see no difficulty in doing so in this case. 
The assets must be applied in paying to each partner rateably what 
is due from the firm to him in respect of capital, account being 
taken of the equal contributions to be made by him towards the 
deficiency of capital. 

“There is not, in my opinion, anything in the authorities cited, or 
in the passage in Lindley on Partnership, to which reference has 
been made, that is inconsistent with the result which I have stated,” 

In my examples of workings which, in the opinion of Mr. Adam. 
son and Messrs. Pyke and Hosking, are incorrect, I did not merely 
arrive at my methods by placing my own construction on the rele- 
vant clause of the Partnership Act, and on what I believe to bea 
very sound interpretation of it by Mr. Justice Joyce. What I really 
did was to apply the principles as I believe them to be enunciated in 
certain well-known text-books. 

In example (iii) (given on page 77 of August issue), I debited 
the solvent partners A and B with C’s deficiency in the ratios of 
their respective capital accounts, and then applied the available 
cash in payment of the balances due to A and B. This is the cus- 
tomary method when there is a Joss on realisation. 

It is stated by Mr. Adamson and Messrs. Pyke and Hosking that 
the rule in Garner v. Murray cannot apply where there is a gain 
on realisation. The Partnership Act must be followed, and the 
correct procedure is to pay the available cash to the solvent partners 
rateably. There is no question of A and B bearing the deficiency 
of C; the closing off of the capital accounts by debiting A and B 
and crediting C is merely a routine matter. As demonstrated by 
them, in example (iii) of my article, by the method they submit A 
receives £100 and B £100 less than by my method. 

When writing my article, I had some doubts as to the correct 
procedure, and I said, with respect to example (iii), that the rule 
in Garner v. Murray would probably apply. I made a search 
through some leading text-books, and could find no authority for 
departing from the principle. The following quotation is from 
Ranking, Spicer and Pegler, Partnership Law, 3rd edition, pp. 77 
and 78: 

“Where upon dissolution one of the partners has a deficiency 
of capital, after a realisation of the assets, and he is unable to bring 
in such deficiency, the same will not be treated as an ordinary trade 
loss (which would be borne between the partners as they share 
profits and losses), but must be regarded as a debt due to the 
remaining partners individually, and not as a debt due to the firm 
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Such deficiency must, therefore, be borne by the solvent partners 
in proportion to their respective capitals in the business. (Garner 
y. Murray (1904) 73 L.J., Ch. 66.)” 

Other authorities could be quoted wherein the effect of Garner v. 
Murray is similarly expressed. It will be noted that the words 
used are “after a realisation of the assets,” not “after a loss on 
realisation of the assets.” 

I cannot find, in the report of the case, that any reference was 
made by Mr. Justice Joyce or by counsel to the loss on realisation, 
although it is apparent from the facts that a loss had occurred. Nor 
can I read into the Justice’s judgment anything to indicate that he 
was influenced by the fact that there was a loss. 

Mr. Adamson says that Mr. Justice Joyce did not deal with the 
apportionment of an insolvent partner’s loss among the other part- 
ners. The opening paragraph of his judgment, however, shows that 
he saw this as the “real question,” although it must be admitted 
that his judgment as a whole justifies the interesting distinction 
which Mr. Adamson makes between the “application” and the 
“effect” of the rule. Many students, because they consider the sub- 
ject from the viewpoint of “effect” rather than “application,” regard 
the rule as contrary to the general principles of partnership law. 
This is not so, as I endeavoured to explain in my previous article. 
For practical purposes, however, I consider that the distinction is 
somewhat academic. 

Assuming for the moment that the contentions of both of my 
critics are correct, I am not convinced that their solution of example 
(ii) is the correct one. The figures are: 


Capital A .. .. .. £3,000 Se ae wa ss «<0 
ieee ej... 1. Ee Capital C .. .. .. 500 
Profit on realisation 600 


£4,600 £4,600 


Their mode of distribution is: 


(a) Distribute cash rateably in repayment of capital: 


B_ 1,000 


£4,000 


(b) Distribute balance of cash available, £100, between A and B, 
as they share profits, that is, half each. 

A thus receives £3,050, B £1,050. 

I would suggest that a more literal interpretation of the Act is to 
distribute the available cash as follows: 


(a) Distribute cash rateably in repayment of capital : 


, 


B_ 1,000 
£4,000 
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This is in accordance with the order of payments prescribed by the 
Act: “(3) In paying to each partner rateably what is due from 
the firm to him in respect of capital.” 

(b) The next step in the order of payment is: “(4) The ult. 
mate residue (if any) shall be divided among the partners in the 
proportion in which profits are divisible.” The “ultimate residue” 
is £100, and I cannot see that the fact that C has a deficiency of 
capital precludes him from participating in the primary distribution 
of that residue. 

The division of the residue, each partner sharing equally, would 
be A, B and C, £33/6/8 each. C’s share, of course, would not be 
paid to him, as his account, after crediting him with it, would stil 
be in debit. 

There is, consequently, £33/6/8 in cash available for distribution 
between A and B. It seems to me that it is more logical for that 
amount to be divided between them in proportion to their respec. 
tive claims (capitals) rather than in the proportion in which they 
shared profits and losses. Just as the loss occasioned by the default 
of an insolvent partner to make good his deficiency of capital is not 
a loss sustained by the firm, so this extra amount is not a profit 
made by the firm. Rather, it is a profit to the solvent partners as 
individuals, and, as such, should be shared in proportion to their 
capital. A would, therefore, receive three-fourths of the amount 
(£25) and B one-fourth (£8/6/8). 

A thus receives £3,058/6/8 and B receives £1,041/13/4. 

Mr. Adamson and Messrs. Pyke and Hosking reason very 
soundly, and put forward convincing arguments. Their contribu- 
tions show evidence of careful thought, based on many years of 
research and study, and on the clarifying and systematising of 
their knowledge for the purpose of imparting it to others. I have 
had the benefit of several very interesting talks with Mr. Adamson 
on the subject at issue, and have been impressed by his reasoning. 
Nevertheless, whilst recognising the force of the views enunciated 
by him and by Messrs. Pyke and Hosking, I am not convinced 
that their method is necessarily correct, although I do agree that 
it is apparently quite consistent with the Act. 

I shall summarise, as concisely as possible, my reasons for not 
being fully persuaded of the correctness of their views: 


1. I have not been able to discover a worked example in any 
of the recognised text-books of a problem of the type with which 
we are dealing—that is, one in which there is a gain on realisation, 
but all other factors of Garner v. Murray exist. I cannot believe 
the authors have purposely evaded the issues, and, therefore, must 
conclude that, having defined the steps necessary to close the 
accounts in a problem of the conventional type, they are of the 
opinion that the same procedure may be applied in all instances 
where a partner is unable to make good his deficiency of capital 


2. Messrs. Pyke and Hosking strongly emphasise the point that | 
the Partnership Act considers dissolution from the point of cash 
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receipts and payments. The Act, however, states that the assets 
of the firm shall be applied etc. I do not consider it inconsistent 
with the Act to regard the deficiency of the partner who has over- 
drawn his capital as an “‘asset’—a valueless one, it is true— 
divisible rateably among the partners. The cash then merely 
becomes the medium of making the requisite adjustments. It was 
this line of reasoning I adopted in the paragraph commencing near 
the foot of page 78 of my article in the August issue. 

3. I cannot find anything, either in the Act or in Mr. Justice 
Joyce’s judgment, to rebut the assumption that the adjustment of 
the partner’s capital accounts between themselves is a step pre- 
liminary to paying each partner rateably. It is at this stage that a 
partner whose account is in debit would be required to bring in any 
outside funds he had to discharge or reduce his indebtedness. 

4. Messrs. Pyke and Hosking say that Mr. Justice Joyce decided 
that an irrecoverable debit balance on an insolvent partner’s capital 
account was not a loss or deficiency of capital. I cannot read such 
a definite statement into his judgment. He referred to the 
debit balance in question as that partner’s “share of the deficiency 
of the assets to make good the capital.” It appears to me that 
Messrs. Pyke and Hosking are confusing “deficiencies of capital” 
with “losses of capital.” A loss on realisation is a loss of capital, 
and should, theoretically, be made good by the partners; a debit 
balance in one of the partners’ capital accounts is a deficiency of 
capital which must (if possible) be made good by the partner con- 
cerned. The “ultimate residue” referred to by Mr. Justice Joyce 
will occur whenever there is a “deficiency of capital,” irrespective 
of whether or not there has been a “loss of capital.” 

When Mr. Justice Joyce made the statement, “I do not find any- 
thing in that section to make a solvent partner liable to contribute 
for an insolvent partner who fails to pay his share,” it was an 
answer to the argument of counsel for plaintiff that, in effect, 
Murray should make good Garner’s loss brought about by Wilkins’ 
deficiency. I cannot see that it had any relation to the bearing of 
the loss rateably between Garner and Murray, as distinct from 
sharing the available cash rateably. 

5. Where the capital accounts are fixed, profits not drawn by 
partners are “advances” by those partners, and may be drawn in 
priority to capital. I am of the opinion that any ascertained profits 
would come under the category of “advances,” even profits on 
realisation. The preparation of a realisation account, and the 
transferring of profits disclosed therein to the respective partners, 
is, in effect, recognising their claim to those profits. This step is 
taken, in the working of problems, before any return of capital is 
made. 

In view of this, I cannot see that my critics are justified in taking 
no regard to the partners’ shares of profit in their method of distri- 
bution of cash in the examples (ii) and (iii), frequently referred 
to in this article. 

7 
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I am inclined, on fuller reflection, and if my objection to the 
views of my friendly critics can be sustained, to correct the state- 
ments made on page 76 of the August issue, and to make (1) (b) 
(ii) read: 

“(ii) Where the insolvent partner’s share of the profit on 
realisation (divided in accordance with Rule (b) (4)) is less 
than the debit to his capital account, then the rule in Garner y, 
Murray would probably apply.” 

(iii) would then be deleted, being covered by my remarks 
to (ii). 

My working of (ii) would then become altered to the following: 

A receives: 
0 Pe ee 


Profit (one-third) eae oa ee ke 


£3,200 
Less deficiency C (three-fourths) 225 


B receives : 
Ee 
Profit (one-third) .. .. .. ...... 200 


£1,200 


Less deficiency C (one-fourth) 75 
1,125 


£4,100 


Note.—Assumed that the capital accounts were “fixed.” 


It is, perhaps, to be regretted that I introduced into an article 
intended for students a matter on which there appear to be diver- 
gent views. On the other hand, the fact that it produced such 
noteworthy comments from Mr. Adamson and Messrs. Pyke and 
Hosking is ample justification for the article. I trust that the 
articles and the contributions by its critics will stimulate an interest 
among students in their studies of partnership law and the working 
of problems on partnership accounts. 

The views which I express in this article are mine alone, and 
I do not wish any reader to accept them as “incontrovertible or 
unchallengeable.” 

If I have erred in the setting out of my reasons for not being 
fully convinced of the soundness of the reasoning of Mr. Adamson 
and Messrs. Pyke and Hosking, I am sure they will correct me in 
the same friendly spirit as that in which they have challenged my 
former statements, and that thereby not only myself but many 
readers will be the gainers. 
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Some Random Thoughts on Current Philosophies 


(Being an Address delivered by Mr. P. L. Cantwell at a Luncheon 
at David Jones’ Auditorium, Sydney, on October 14, under 
the auspices of the Federal Institute of Accountants, N.S.W. 
Division.) 

Mr. Cantwell commenced his address by saying that his purpose 
was to provoke thought on current trends. He asked his audience 
to suspend making any judgments until he had finished. He then 
quoted a recent statement of Christopher Dawson, the eminent 
English authority on international affairs, which read: 

“To-day the world is on the move, and no one can tell where it 
is going, or what will happen next... . Whether our civilisation 
is going to recover its stability, or whether it will collapse in ruins. 
..«»Men can no longer help realising that something ts the matter 
—and that unless something is done about it, and done quickly, we 
shall all find ourselves in desperate plight.” 

Continuing, he asked the question: “Is history being repeated ?” 
and then directed the attention of his audience to past history. He 
said : 

Many splendid civilisations have graced an historic past. The 
spade and pickaxe of the archzologist have reconstructed a recon- 
dite past in Babylon, in Egypt, and along the shores of the Aégean. 
But these complex cultures are forgotten with the past—their 
influence has gone down the wind forever. 

So, too, did the distinctive cultures of Greece and Rome fail to 
allay the corruption which proved their ruin. Even the very 
temples of their gods became the privileged haunts of sensuality and 
shame, and their national life rotted to the core in a travesty of 
justice and truth. 

At the dawn of Christianity the world empire that was Rome 
seemed to be impregnable. No external foe, it was thought, could 
destroy a natural society which for almost a thousand years was 
expanding and consolidating itself. 

No social or political fabric that ever bound civilized men 
together seemed so strong or so durable as that which stood around 
the throne of the Czsars. 

Reverting to contemporary times, Mr. Cantwell said: 

We of the great Empire on which the sun never sets might well 
reflect upon these forbidding lessons of history. 

Ever since William Langton placed the quill in King John’s 
hand at Runnymede this Empire has been expanding and con- 
solidating itself. 

We know it as a legacy of freedom—the great democracy of 
the world. Even American leaders of thought exhibited jealousy 
of our democratic heritage. As long ago as 1894 the American 
magazine, the Forum, gave categorical expression to this opinion. 
It said: 

“It should never be forgotten, even by the most ardent enemies 
of an aristocracy, that England is to-day the most democratic 
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country of the universe, the country in which the rights of the 
individual are most respected, and in which the individual possesses 
the most liberty.” 

That was forty years ago. Even to-day England has no written 
Constitution. Her government is based on tradition. 

Consider briefly our political and economic life. 

Edmund Burke well said that the “value of British democracy 
lay in the fact that we make a sacrifice of some of our liberty that 
we may preserve the rest of it.” He made the error of not defining 
the “some” and the “rest” for the guidance of posterity. This 
residual liberty is a progressively decreasing one. 

Here in Australia we are registered and licenced from the cradle 
to the grave. 

There are our birth registration, our licence from our educators 
without which we can’t get a job, and our marriage licence. 

[f we must have a job we must be armed with a licence in the 
form of a trade union ticket. I needn’t emphasise that the medical, 
legal and other professions, your own included, are much more 
strict about their licences than trade unions. It is rather a paradox 
that the higher we go in the social scale the more absolute is this 
feature of unionism. 

Unionism is strength all right, as witness the practical evidence 
we have of it among bankers, manufacturers, master retailers, ship- 
ping and other combines and the like. These are all forms of 
licensing, and even though not directly political, they impose 
restrictions upon our liberty. 

Should we hanker for the enjoyment of the subtle philosophies 
of Uncle Scrym, or the delectable bedtime stories of Uncle Bill, 
21/- is the price of our licence. And if we wish to invest 2/- on 
our favourite pony, we must spend some coin to enter a licensed 
racecourse. 

Now, I suppose it is innate humanity which determines Demo- 
crat Bruxner to say that he cannot permit a motor lorry driver to 
give an unfortunate “sundowner” on the track a lift because of the 
risk of injury to the sundowner. So the lorry driver must have 
three licences—one for his lorry, one for himself, and one for the 
carrying of passengers, whether they pay or not 

Should we wish to take ourselves off to some sylvan retreat, far 
from the madding crowd, over roads for the building of which 
we have paid fantastic millions, we must procure a licence, not only 
for our automobile, but also for ourselves to drive it. 

And I hope you all know it is most necessary to have a licence to 
arm yourselves against the predatory fellow who gets his living out 
of our unwilling clothes while we sleep, and who, by the way, is 
about the only individual who doesn’t bother about a licence. 

And so we find that Democracy licenses our advent, she licenses 
our schooling and our job, whether labourer, artisan or profes- 
sional ; she licenses and delicenses our right to multiply the race, the 
food we eat, the refreshments we drink, and the hours at which we 
may partake of them; she licenses our entertainment, our transport 
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from place to place; in short, she restricts our freedom as much 
as possible, and at the maximum cost. 

But these encroachments upon our liberty, some of them de- 
servedly beneficial, do not end with politico-economic functions. 
They extend to our very thinking and the private functions of our 
lives and living. 

Take public opinion. 

Public opinion, as you all know, has only one real vehicle of 
expression—that is, one of which notice is taken—the Press. The 
formation of public opinion and its expression is so simple and so 
amazingly quick and conclusive that an example will occupy only a 
brief minute. 

Into one of the million odd ears of a powerful newspaper some- 
body whispers at 9 o’clock on Monday night that on Tuesday one 
Murphy intends to make a speech or a song concerning the injus- 
tices being suffered by a group of workers in some industry, and 
he even intends to advocate a strike. The ink baron hears the 
message, and promptly calls a sub. to produce a story, plus head- 
line, backed up, perhaps, by a roundman’s report. At 10 p.m. the 
copy has been set to type, and is in the comps.’ room. At 11 the 
rotary is forming public opinion at tens of thousands per hour. At 
breakfast on Tuesday morning you pick up your paper, and are 
greeted by a screaming front-page headline: “Murphy shall not 
sing to-night.” And that’s public opinion. 

Then pass to another function—the reproduction of the race. If 
aman’s family to-day exceeds one or two, he—the poor man—is 
dassed by “respectable” ladies as “a beast.” It has become the 
fashion, and to boast more than one or two offspring is a matter 
for shame. This is a restriction of individual liberty, at least by 
inference. 

What is it costing us for all this? 

Take note of these facts: 

During the five years 1911-15, the natural increase in 

LL  SPreraecn a a ate ee |, 

For the five years 1930-34, at the same ratio, it should 

DE ha os 6 $6.00 S800 46 de eu tees we See 

PE Pee ere ee ete se 

That is, a loss of 500,000 over a period of five years. In twenty 
years the Australian birth rate has fallen by 66%. 

In 1934, of 870,000 families with children— 

342,985 had only 1 child, 
247,281 had only 2 children. 

An average of three is necessary to maintain the State on an 
even keel. A lot has been said of the 60,000 Australians who paid 
the supreme price for their Empire during the four-years’ war, 
and rightly so, too, but there is hardly a voice raised against the 
crime that denies 100,000 potential Australians the right to live 
every year. 

Our political leaders in all parties rave about it, but what are 
they doing to stop this national decay. It is claimed to be an econo- 
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mic matter. But is it? Our standards of living are better to-day 
tnan ever they have been, especially during the Victorian era. Yet 
large families not only existed then, but they also provided the 
hardy pioneers who laid the foundations of this great Common- 
wealth. 

If you wish to understand what race suicide means over a period, 
compare the records of two great European nations: 

1871. 1911, 
In France the population was .. 36,000,000 39,000,000 
In Germany the population was . 41,000,000 68,000,000 

In 1919, for every four children in elementary schools in France, 
there were ten in German schools. 

Let us turn now to the newest enemy—the subversive movement 
—crystallised in the name “Communism,” and constituting the 
most diabolical conspiracy yet known against the highest tem- 
poral and spiritual interests of man. Its fundamental concept is 
that man is mere matter, and that as such he has no rights as an 
individual. Some of you may want to differ with me. But if you 
examine it in the light of true philosophy you will find that, when 
it is stripped of all humbug and hypocrisy, it is a direct negation of 
the natural law which has been clearly defined right down through 
the ages. 

It postulates that man—the individual—is for the State, that he 
has no rights except such as he derives from the State. 

It thus strips man of his liberty. The human personality is 
robbed of its dignity. 

It removes all moral restraints that check the eruptions of blind 
impulse. It recognises no right in the individual in his relations 
to society. The human personality becomes a mere cogwheel in 
the Communist system. 

Sir Walter Citrine, once an ardent admirer, writing on Russia, 
said: 

“Russia has suppressed all political opposition; liberty of speech, 
the freedom of the Press and public meetings are denied to all but 
the Communist Party.” 

But one of the worst features of Communism is the class war, 
violence, bloodshed and civil war, which is the condition precedent 
to its establishment, and, as experience has shown, also in its 
maintenance. 

Stalin, in Theory and Practice of Leninism, says: 

“The dictatorship of the proletariat is a relentless struggle waged 
with bloodshed ...a war a hundred times more difficult, more long- 
drawn-out, more complicated than the most bloodthirsty war which 
could be possible between nations.” : 

Again, Pravda, the official organ of the Soviet Dictator, Septem- 
ber 9, 1928: 

“The world nature of our programme ts not mere talk, but an 
all-embracing and blood-soaked reality. . . . Our ultimate aim ts 
world-wide Communism; our fighting preparations are for world 
revolution, for the conquest of power on a world-wide scale.” 
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Communism means war, relentless war, on all religion. It pro- 
poses to wash out with blood all traces of the Christian code. 

In the A B C of Communism, authorised by the C.P. of Great 
Britain, Chapter XI is headed : 

“Why Religion and Communism are Incompatible.” —“ ‘Religion 
is the opium of the people,’ said Karl Marx. It is the task of the 
Communist Party to make this truth comprehensible to the widest 
possible circles of the labouring masses. Religion and Communism 
are incompatible, both theoretically and practically.” 

Stalin, in Antireligionznik, June, 1935, says: 

“Basing ourselves on the interest of the proletariat, Communists 
will wage a campaign against Catholicism, against Protestantism, 
and against orthodoxy in order to assure the triumph of the 
Socialist mentality.” 

Now you say: “How does this concern us? There is no danger 
from Communism in Australia.” Right here is Communism’s 
most potent weapon. Until the hour of the revolution arrives the 
general body of the people are unaware of any activity—at least 
activity on any scale promising results. Your Communist is an 
underground tunneller. He works in the dark. 

In Australia the Communist Party have ten districts: Sydney, 
Newcastle, Broken Hill, Brisbane, Melbourne, Adelaide, Perth, 
Darwin, Tasmania, and North Queensland. 

Each district is divided into sections. In New South Wales there 
are some forty sections operating in city and country. 

In all there are probably not more than 10,000 members, but it is 
the secret influence wielded which is doing the damage. 

Many trade unions are largely under the domination of the 
Militant Minority Movement—a Communist auxiliary. These 
include the Sheet Metal Workers, Miners’ Federation, Meat Indus- 
try, Ironworkers’ Federation, Seamen’s Union, the A.R.U., etc. 
In almost every union of any importance there are militants who 
take their instructions from the C.P. 

But Communist activities do not end here. These tunnellers 
work higher in the social scale. Some of the Communist organisa- 
tions include : The Society for the Establishment of Cultural Rela- 
tions with Russia; The Friends of the Soviet Union; Movement 
Against War and Fascism; International Labour Defence; New 
Theatre League—formerly Workers’ Arts Club; The Writers’ 
League ; Workers’ Sports Federation. 

In addition to hundreds of Communist workshop sheets, there 
are between forty and fifty Communist propaganda publications 
circulated in Australia. 

One unimpeachable authority has summed up Communist 
activities thus : 

“There is another explanation for the rapid diffusion of the 
Communistic ideas now seeping into every nation, great and small, 
advanced and backward, so that no corner of the earth is free from 
them. This explanation is to be found in a propaganda so truly 
habolical that the world has perhaps never witnessed its like 
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before. It is directed from one common centre. It is shrewdly 
adapted to the varying conditions of diverse peoples. It has at its 
disposal great financial resources, gigantic organisations, inter- 
national congresses and countless trained workers. It makes use 
of pamphlets and reviews, of cinema, theatre and radio, of schools, 
and even universities. Little by little it penetrates into all classes 
of the people, and even reaches the better-minded groups of the 
community, with the result that few are aware of the poison which 
increasingly pervades their minds and hearts.” 

You can make no mistake about it. Communism in Australia is 
a menace, and one that must be grappled with now. 

Well, I hope I have said enough to provoke thoughts which will 
urge you to study current trends. There can be no doubt that, 
to-day, domestic liberty is being assailed on every hand. 

Our political and economic freedom is being gradually whittled 
away; our private and personal freedom, even our very opinions, 
are gradually being subjected to restriction. 

And there can be no doubt that almost all of our difficulties have 
their origin in the rampant social injustice which is part of the 
modern Capitalistic System. As one authority has expressed it: 

“Working men—and we are all working men—have been surren- 
dered all isolated and helpless to the hard-heartedness of employers 
and the greed of unchecked competition.” 

There can be no quarrel with the opinion that, not only must 
the worker be guaranteed a just wage and a wider distribution of 
wealth, but also society must be reorganised to provide a system 
that will fix not only wages, but also interest, dividend and prices, 
settle industrial disputes, determine hours and conditions of labour, 
undertake economic planning, and maintain a_well-distributed 
system of ownership. 

If I might offer you a practical thought, I would say that the 
profession of accountancy must come to the front of our social and 
economic life as the calculators of a just wage and a just price. If 
our civilisation and our British Democracy is to survive, these 
reforms are imperative, and there is no profession so well equipped 
to determine the facts upon which justice shall be founded as is the 
profession of accountancy. And your first step should be to found 
a Guild of Accountants, embracing all Institutes, with a view to 
studying the problem and preparing the way for the future. 





Branch Accounts 


By D. F. REYNOLDs, A.1.C.A., F.A.1.S. 


(A lecture delivered before the Commonwealth Accountants’ 
Students’ Society, N.S.W. Division) 


Branch accounts are very easy, and if you understand branch 
accounts to Intermediate standard, you know how to answer Final 
branch account questions. The only difference is that in the Final 
Examination you have to understand a little about foreign 
exchange. 
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Commencing with the simplest type of branch account, let us 
assume that we are Brown & Co., Tobacconists. We have our 
main office here, our shop down on the ground floor; we decide 
that there is quite a profitable business to be done by opening a 
kiosk in Martin Place and we make arrangements with the City 
Council to rent a site, build our kiosk, and put a man in there. 
We supply all the tobacco and cigarettes from this office; all the 
man in Martin Place does, apart from selling the cigarettes, is to 
lt us know when he is running short so that we can send addi- 
tional stock. To record the activities of our branch we open a 
branch account in our head office books. 

When we open the kiosk in Martin Place, we send, say, £50 of 
tobacco. In our head office books we pass a journal entry to 
record this transfer of stock. This entry is similar to the one 
passed in the case of consignment accounts to record goods sent 
on consignment, when consignment outwards account is debited, 
and goods sent on consignment account is credited. The consign- 
ment account is a nominal account to show the profit or loss on 
the consignment. The goods sent on consignment account is also 
a nominal account, which is transferred to trading account at the 
end of the period. Similarly, when we transfer goods to a branch, 
we debit branch account, because our branch account is going to 
show us the profit or loss made by that branch, and we credit 
goods sent to branches account for transfer to head office trading 
account. 

To record this transfer of stock to Martin Place, we pass a journal 
entry debiting branch account, and crediting goods sent to branches 
account with £50. At the end of the period, goods sent to branches 
account is closed off to head office trading account. 

At the end of the week (we will assume that the man at Martin 
Place only has to give us the cash every week), he hands in £35 
cash. We pass an entry through our cash book crediting branch 
account with the £35. At the same time, we ask him to give us 
alist of the stock he has on hand, and let us suppose he has £30 
stock left. For the week we have to pay him £5 wages. and we 
have to pay £1 rent for our kiosk. We draw a cheque for wages 
and rent in the ordinary way, the entries going through the cash 
book, branch account being debited. Instead of debiting general 
wages account or general rent account, we debit branch account, 
because these items refer to activities at the branch. 

Let us, before going further, refer again to early bookkeeping 
lessons. Before you learnt about purchase account and sales 
account you were taught to prepare a goods account. The closing 
balance on goods account is the value of closing stock, the goods 
account showing our gross profit. The same principles are applied 
to branch accounts. Our man tells us he has £30 stock in hand. 
The closing balance brought down by branch account is £30, The 
valance on the account is £9 and this represents the profit we 
made at that branch for the week. This £9 is transferred to our 
head office profit and loss account. 
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The type of question set in the examination is generally based 
on the above principles, but it is made a little more complicated 
by the fact that the goods are invoiced to the branch at a selling 
price, or a price above cost, and besides selling for cash, the branch 
also sells on credit. 

Again referring to consignment accounts, you will remember 
that, as the consignor, if you sent goods away on consignment at 
a price above actual cost, in your own books you recorded cost 
values only. The pro forma price, or the invoice price, was totally 
disregarded because to bring it into your books, records a fictitious 
profit. 

In branch accounts we can either follow the consignment account 
principle or, to keep a check on our branch manager, we can record 
the goods at invoice price, by means of a profits suspense account. 
This account is known by several names, i.e., pro forma profits 
account, profits suspense account, etc. 

Let us assume we are opening another kiosk, and this time we 
want to keep a very close watch on our manager. Theoretically, 
if we debit him with the goods we send him at selling price, credit 
him with the cash we receive from him and credit him with the 
amount of stock in hand at selling price, the account should balance. 

In opening this second kiosk, we decide we will charge all stock 
transferred, at selling price. The first lot, which cost us £50, we 
decide to invoice at 20% on cost. This is the first point particularly 
to watch for in an examination question. 20% on cost, and 20% on 
selling price, are two totally different statements, and you should 
read your question very carefully to find out what the examiner 
has stated. 

In our illustration, we decide to add 20% to cost. The cost is 
£50, therefore, we invoice to the branch at £60. Debit branch 
account with £60. We can only credit our goods sent to branch 
account with £50, which is the actual cost of the goods. If we 
credit this account with £60, we are going to create a fictitious 
profit when it is closed off to trading account. The additional £10 
is credited to a pro forma profits account. 

We will assume the same receipts and expenses as in the first 
example. In the illustration you will notice the expenses are 
shown in the lower half of the account, because, by doing this, 
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your branch account records both gross and net profit. The upper 
division shows the gross profit, the lower division shows net profit. 
At the end of the week, our manager tells us he has £24 stock on 
hand, i.e., at selling price. We credit our branch account with £24. 
At the same time we have to find out how much overloading is 
included in that £24. We invoiced the goods at 20% on cost, and 
to reduce them back to cost, we have to take one-sixth off. One- 
sixth is £4. Therefore, in the closing stock of £24 there is £4 
unearned profit. Besides bringing £24 down on branch Account, as 
our opening balance for the next period, we have also to bring 
down £4 as an opening balance on our pro forma account, because 
our pro forma account records the theoretical gross profit we have 


earned. 
BRANCH ACCOUNT 
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Our branch account theoretically should balance. We have 
debited it with the stock at selling price, credited it with cash 
received, credited it with the stock on hand at selling price. 
Actually our manager is £1 short. This may mean he has under- 
valued stock, sold under selling price, or even stolen £1. Any 
large difference should always be thoroughly investigated. 

The £1 difference is transferred by journal entry from the branch 
account to pro forma account. In your pro forma account, on the 
credit side we now have the total theoretical gross profit that could 
be earned, on the debit side, the deficiency recorded by the branch 
account and the theoretical gross profit still to be earned. The 
difference, therefore, must represent the actual gross profit. The 
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actual gross profit is transferred to the lower division of our branch 
account and the resulting loss is transferred to head office profit 
and loss account. The debit balance on branch account of £24 
must be reduced to cost price for balance sheet purposes, and the 
£4 credit on the pro forma account subtracted from the debit 
balance on branch account, gives cost price of stock £20. 

Instead of transferring the deficiency of £1 to our pro forma 
account, we can transfer the gross profit from the pro forma 
account to the upper division of the branch account and thus find 
our actual gross profit there. 

There is only one other point which comes into this type of 
question, and that is if the branch makes credit sales. There are 
two methods of recording credit sales. For instance, in the paper 
this morning, Rawleigh Products Ltd. want young energetic men 
to sell groceries for them. Supposing I go down to Rawleigh 
Products Ltd., and they accept my credentials. The next morning 
they give me £10 worth of groceries. In their ledger they open 
an account for Reynolds, debiting it with £10; at the end of the 
week I give them £6 in cash. They debit cash and credit me with 
the £6. I then say I sold £2 worth on credit to Mr. Plumtree. 
They may say, “Well, we do not know Plumtree, and we will not 
recognise that credit sale until you collect the money from Plum- 
tree. You still owe us £4!” When balancing off my account 
they may bring a balance down, showing #2 stock and £2 
sale on credit, but from their point of view I still have £4 worth of 
stock. 


D. F. REYNOLDS 





. £10 | a” ae 
| Balance c/d 

Stock, £2 
Debtors, £2 


Te Baltenee B/G .. .. ca cs « 
Stock, £2 


Debtors, £2 








The other alternative is for the firm to credit me and debit 
Plumtree with £2, only leaving a balance on my account of £2. 

Head office can treat its branch in either of these two ways. 
It can say to its branch, “We are only going to give you credit 
for cash you actually give us,” or it can say, “We will recognise 
any credit sale you may make.” In an examination always assume 
that the head office only gives the branch credit for the actual cash 
it remits. From the head office point of view, any debtors that 
the branch has are treated as so much additional stock. 

Take our second illustration. This time the branch tells us they 
have sold £10 worth of tobacco on credit, and the closing stock is 
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£18. Once a sale is made, profit is realised. Therefore, our pro 
forma account is not affected by the value of debtors. When the 
branch manager tells us he sold £10 worth of goods on credit, we 
treat it as stock £10, but we do not bring down a corresponding 
credit for unearned profit on pro forma account. 


BRANCH ACCOUNT 
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In an examination question you will be given goods sent to the 
branch, expenses, debtors January 1, debtors December 31, total 
sales and cash sales, and you have to find out how much the 
debtors have actually paid. Prepare a debtors’ control account. 
You know what the opening balance is at January 1, closing bal- 
ance, total sales, and also cash sales. The difference between the 
latter two represents the credit sales, and this is a debit to your 
control account. On the credit side you have debtors at Decem- 
ber 31 brought down as a balance. The missing figure represents 
the amount the debtors have paid during the period. 


DEBTORS’ CONTROL ACCOUNT 








To Value Ist January .. .. £— | By Value 3lst December .. £— 
» Coedit Seles .. 0. cw cs = | 
£xx | £xx 





Another type of question gives debtors at January 1, the amount 
paid, total sales, and you have to find debtors at December 31. 
You always have to find one figure in your control account. When 
you find out how much debtors have paid, credit branch with that 
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amount plus cash sales, and debtors at the end of the period are 
brought down as part of the closing balance. 

There is a catch in connection with debtors—sometimes the ques- 
tion states bad debts are £10. In preparing the branch account you 
are inclined to show bad debts £10, as a debit, but this is wrong, 
because, in preparing this debtors’ control account, allowance has 
been made for bad debts. You give the branch credit only for 
the cash actually paid by debtors, therefore allowance is automa- 
tically made for bad debts, discounts, rebates and anything of that 
nature that affects the debtors’ control account. 

Instead of running a pro forma account, we could work on what 
is known as a double column branch account. The branch account 
is ruled with two columns on either side. One is headed invoice 
price, and the other is headed cost price. The cost price column 
is our double entry column. The invoice column is purely for 
memorandum purposes. 

Taking the same figures as before, we send £50 goods to the 
branch invoiced at £60. Our double entry is debit branch account 
in the cost price column with £50, credit goods sent to branch with 
£50. At the same time, with the sole purpose of checking the 
branch manager, we insert the invoice price in the invoice price 
column. The branch manager sent us £35 cash. We debit cash 
and credit cost price column with £35. You can take credit for 
your profit once you have made a sale, and therefore, in our memo- 
randum colurnn, we insert the actual sales, £35. At the end of 
the week the branch manager tells us he has stock on hand £24. 
This is the balance that we bring down to open the next period. 
Valuation of stock is at invoice price, and this has to be reduced 
to cost price, which is £20, one-sixth off. Our cost price column 
now shows us our actual gross profit, which, in this case, works 
out at £5, because we have debited goods at cost price, credited 
sales, and our closing stock at cost price. The memorandum 
columns should balance, because we have debited goods at selling 
price, credited sales and stock at selling price. Any difference, in 
this case an apparent loss of £1, is simply put in to make them 


balance. 
BRANCH ACCOUNT 
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If a branch grows too big for all entries to be recorded in the one 
account, you open a separate ledger, or set aside a special section 
of your general ledger for the branch accounts, and in that section 
you will have branch wages, branch rent, etc. At the end of the 
period transfer branch nominal accounts to profit and loss account 
for the branch. 

We will now deal with the branch which is self-contained, and 
probably situated in another State. Supposing we decide to open 
a branch in Melbourne. We have to rent a suitable shop, stock it, 
and provide for publicity. We decide that, to begin, we will need 
£5,000. In our head office books we draw a cheque for £5,000, 
crediting cash and debiting branch account with £5,000. Our 
representative goes to Melbourne, appoints a manager, and pays 
the £5,000 into his account. 

If it was a sole trader commencing a business, and he had all 
his money in the Government Savings Bank, he would draw £5,000 
out of the Savings Bank, go to the Commonwealth Bank and open 
acurrent account. When he is opening his books his first entry 
would be to debit cash and credit capital account with £5,000. In 
this case the £5,000 has come from head office, so we debit bank 
and credit head office account. Head office account is, in effect, 
the capital acccount of the sole trader, and only entries that would 
normally go through the capital account of a sole trader go through 
head office account. 

A leasehold in Melbourne is bought for £2,000. Leasehold 
account is debited and cash credited. Goods to the value of £1,000 
are purchased; purchases account is debited and cash credited. 
The branch thus builds up its own set of books. 

When a sole trader withdraws any capital from his business he 
credits cash and debits capital account. If the branch sends money 
to head office, cash is credited and head office account is debited. 

Melbourne branch wants a particular kind of stock which they 
cannot buy in Melbourne. We buy £100 worth for them, and send 
the goods to Melbourne. We have sent Melbourne £100 worth of 
goods, therefore we debit branch account and credit our pur- 
chases account. In Melbourne they get £100 worth of goods; they 
debit purchases account and credit head office account. 

From these few items you can see that your head office accounts 
and branch accounts are always contras, and that they must 
always agree except when you have an entry in one set of books 
not yet recorded in the other. 

A question sometimes set is to prepare a reconciliation statement 
between the two sets of books. You are told certain items are in 
transit. The procedure is exactly the same as that used when 
preparing a bank reconciliation statement, and I would suggest 
that you do not memorise any rules, but use common sense. Assume 
that the first item of difference in the question is that the branch 
has paid £10 to a creditor of head office which is not recorded in 
head office books, and assume that, prior to this transaction, the 
two accounts balanced at £7,972. Branch would credit cash and 
debit head office account with £10, so that head office account is 
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£10 less than branch account. Therefore, if the first item in oy 
reconciliation statement is the head office account figure, £10 must 
be added to make it agree with branch account balance. Take 
each item in the question separately, and reason whether it must 
be added or deducted to bring both accounts into line. 

Returning to our Melbourne branch, let us assume that from 
our branch books we find purchases £9,000, sales £10,000, and 
closing stock £2,000, giving a gross profit of £3,000. Assume 
expenses £2,000, which means a net profit of £1,000. In the 
branch books this profit is transferred to the credit of head office 
account. The branch sends us a copy of their accounts. We have 
two methods of incorporating them in our books, and we must 
incorporate them to get the position of the business as a whole. 

The first method is by means of one journal entry only. A jour- 
nal entry is passed, debiting branch account and crediting head office 
P. and L. account with £1,000. The disadvantage of this method 
is that you have not a copy of the branch final accounts as part 
of the double entry system in head office books. 

The second method is actually to prepare a branch trading and 
profit and loss account in head office books. Branch trading 
account is debited with our purchases and branch account is 
credited. Branch trading account is credited with sales, closing 
stock, and branch account is debited. Gross profit is brought 
down to branch profit and loss account. Debit branch profit and 
loss with expenses and credit branch account. Branch profit and 
loss account will now show £1,000 net profit for transfer to head 
office profit and loss account. 

The last item we will deal with is foreign branches. Foreign 
branches are no harder than those we have just discussed. The 
only difference is that the trial balance given to you in the question 
is in foreign currency, and you have to convert it to our currency 
before incorporating results in head office books. Mathematical 
ability is the only additional qualification required to answer this 
type of question, but there are three principles to be observed in 
conversion. Firstly, fixed assets must be converted at the rate 
ruling on the date they were purchased, i.e., if an asset was pur- 
chased in 1933, the asset must be converted as at the rate ruling 
on the date of purchase in 1933. Floating assets and floating 
liabilities are converted at the rate ruling on the last day of the 
financial period. Nominal accounts are converted at the average 
rate for the period. Depreciation is the one exception to this last 
rule, as it is always converted at the same rate as the relevant 
asset. 
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